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SBA'S  VENTURE  CAPITAL  PROGRAMS 


THURSDAY,  SEPTEMBER  28,  1995 

House  of  REPRESE^^^ATIVES, 
Committee  on  Small  Business, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:02  a.m.,  in  room 
2359-A,  Raybum  House  Office  Building,  Hon.  Jan  Meyers  (chair- 
woman of  the  committee)  presiding. 

Chairwoman  Meyers.  Tne  committee  will  come  to  order. 

Good  morning.  The  Committee  on  Small  Business  is  convened 
today  to  fulfill  a  weighty  responsibility,  one  that  I  willingly  em- 
braced when  I  assumed  the  chairmanship  of  the  committee  last 
January.  We  will  be  examining  one  of  SBA's  most  controversial 
programs,  one  that  has  been  marked  by  great  successes  and  some 
embarrassing  failures. 

This  program,  the  Small  Business  Investment  Company  Pro- 
gram, together  with  its  sister  program,  the  Specialized  Small  Busi- 
ness Investment  Program,  known  as  SBIC's  and  SSBIC's,  has  pro- 
vided early  stage  funding  for  what  are  now  some  of  America's  larg- 
est publicly  held  companies.  It  is  a  program  that  has  proved  the 
source  of  some  of  SBA's  greatest  embarrassments  as  witnessed  by 
the  revelation  last  year  about  one  specialized  small  business  in- 
vestment company,  Capital  Management  Services,  Inc.  and  its  role 
in  the  Whitewater  matter. 

Our  purpose  today  is  to  fulfill  our  oversight  mission,  not  to 

E raise  or  to  criticize.  We  are  here  to  determine  if  there  continue  to 
e  problems  in  SBA's  management  of  the  SBIC's  and  SSBIC's  that 
it  licenses. 

For  my  colleagues  and  our  guests  today  who  are  not  familiar 
with  these  programs,  their  structure  is  this:  Private  investment 
companies  that  raise  a  pool  of  capital  to  invest  in  or  lend  to  small 
businesses  become  licensed  by  SBA  and  agree  to  abide  by  SBA's 
laws  and  regulations  regarding  transactions  with  small  businesses. 
In  exchange  for  this  agreement,  SBA  provides  matching  funds  ei- 
ther through  debentures  or  through  participating  securities.  Ulti- 
mately, the  SBA  is  supposed  to  be  paid  back  the  funds  it  provided. 
Unfortunately,  the  operative  phrase  here  is  "supposed  to  be  paid 
back."  For  today  we  will  hear  of  massive  losses,  fraudulent  trans- 
actions, poor  oversight,  and  the  sad  spectacle  of  an  Agency  trying 
to  close  a  door  behind  a  horse  that  has  already  left  the  barn. 

It  is  doubly  sad  because  the  mission  of  the  program  is  a  fine  one. 
The  Congress  created  this  program  to  fill  a  gap  in  the  small  busi- 
ness financing  marketplace.  For  many  small  businesses,  getting  a 
bank  loan  is  not  the  best  way  to  finance  their  businesses.  In  many 
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TESTIMONY  OF  DONALD  J.  WHEELER,  DEPUTY  DIRECTOR,  OF- 
FICE OF  SPECIAL  INVESTIGATIONS,  U.S.  GENERAL  AC- 
COUNTING OFFICE 

Mr.  Wheeler.  Thank  you,  Judy. 

We  are  pleased  to  be  here  today  to  discuss  the  Small  Business 
Administration's  Small  Business  Investment  Company  and  Special- 
ized Small  Business  Investment  Company  Programs.  With  me 
today  is  Norman  Burrell,  who  has  been  responsible  for  the  work 
that  OSI  conducted  related  to  these  two  programs.  I  will  summa- 
rize our  investigative  findings  and  ask  that  you  place  our  complete 
statement  into  the  record. 

Chairwoman  Meyers.  Without  objection,  so  ordered. 

Mr.  Wheeler.  Five  hundred  ninety  companies  that  participated 
in  the  SBIC  and  SSBIC  Programs  have  failed  and  gone  into  liq- 
uidation since  October  1,  1966.  This  morning,  I  will  discuss  a  num- 
ber of  improper  management  practices  engaged  in  by  12  SBIC's 
and  SSBIC's  that  we  reviewed. 

In  summary,  our  investigation  showed,  first,  the  SBIC's  and 
SSBIC's  we  investigated  engaged  in  improper  management  prac- 
tices, such  as  loans  to  associates,  including  officers  and  directors  of 
the  licensees,  loans  for  prohibited  real  estate  purchases,  and  loans 
to  individuals  of  questionable  eligibility.  A  number  of  these  regu- 
latory violations  should  have  been  red  flags  or  indicators  of  poten- 
tial criminal  misconduct  to  SBA. 

Second,  the  SBIC's  and  SSBIC's  seldom  took  timely  corrective  ac- 
tions for  regulatory  violations.  For  the  12  SBIC's  and  SSBIC's  that 
we  investigated,  some  violations  went  unresolved  for  2  to  5  years 
or  more. 

Third,  SBA  did  not  always  ensure  that  the  violations  were  cor- 
rected in  a  timely  manner.  Estimated  losses  exceeded  $4  million  for 
three  of  the  five  companies  that  have  gone  into  liquidation,  receiv- 
ership, or  bankruptcy. 

I  will  now  discuss  these  issues  in  greater  detail  and  provide  spe- 
cific examples  of  the  regulatory  improprieties  engaged  in  by  the  12 
companies  that  we  investigated.  These  companies,  selected  from 
111  identified  by  SBA  as  having  serious  regulatory  violations,  are 
located  in  seven  States. 

First,  loans  to  associates.  SBA  regulations  prohibit  a  SBIC  or 
SSBIC  from  providing  financing  to  any  of  its  associates,  which  in- 
clude any  officer  or  close  relative  of  an  officer.  In  addition  to  being 
regulatory  violations,  such  loans  may  involve  misrepresentations  in 
loan  documents  that  conceal  the  true  recipient  or  purpose  of  the 
loan  and  should  be  red  flags  to  SBA  examiners  that  possible  crimi- 
nal violations,  such  as  false  statements,  may  exist. 

Let  me  provide  you  a  few  examples  of  some  of  these  problems. 

Square  Deal  Venture  Capital  Corporation  of  New  York  made  four 
loans  totaling  $240,000  to  a  realty  corporation  between  1982  and 
1989.  Public  documents  show  that  a  director  of  Square  Deal  is  the 
president  and  secretary  of  the  realty  corporation. 

Metro-Detroit  located  in  Detroit,  Michigan,  made  various  loans 
totaling  over  $220,000  to  a  health  care  facility.  Prior  to  these  loans, 
certain  Metro-Detroit  officers  had  personally  guaranteed  other 
loans  to  the  same  facility.  The  Metro-Detroit  loans  released  its 


president,  chairman  of  the  board,  and  his  wife  from  their  personal 
loan  guarantees  to  the  health  care  facility. 

In  another  example,  between  1986  and  1990,  the  president  of 
First  American  Capital  Funding,  Inc.  of  California  made  15  loans 
to  relatives,  partners,  and  other  associates  totaling  $692,000.  In 
one  case,  $40,000  of  one  loan  was  then  loaned  back  to  the  president 
of  First  American. 

The  second  type  of  regulatory  violation  that  I  want  to  discuss  re- 
lates to  prohibited  real  estate  purchases.  SBA's  regulations  prohibit 
a  SBIC  or  SSBIC  from  provicung  funds  to  a  small  concern  to  pur- 
chase real  estate  or  to  release  it  from  a  real  estate  obligation  un- 
less the  funds  will  be  used  to  acquire  realty  for  the  business'  activ- 
ity or  for  sale  to  others  after  prompt  and  substantial  improvement. 
Yet  SEA  examiners  found  the  following  types  of  violations  by 
SBIC's  and  SSBIC's: 

Alliance  Business  Investment  Company  of  Oklahoma  held  and 
operated  substantial  prohibited  real  estate  and  oil  and  gas  prop- 
erties. SBA  first  reported  these  ineligible  holdings  in  1990.  How- 
ever, Alliance  did  not  submit  an  acceptable  divestiture  plan  until 
1994.  As  of  August  1995,  Alliance  had  sold  its  ineligible  oil  and  gas 
properties  but  had  not  divested  itself  of  the  ineligible  real  estate 
properties.  These  particular  properties  have  been  held  by  Alliance 
for  up  to  25  years. 

Square  Deal  made  a  $150,000  equity  investment  in  the  New 
Square  Hotel.  Rather  than  using  the  loan  to  develop  a  commercial 
hotel,  the  loan  proceeds  were  used  to  acquire  and  operate  low-in- 
come housing,  a  practice  prohibited  by  SBA's  regulations.  Square 
Deal  is  currently  under  investigation  by  SBA's  Inspector  General 
and  the  U.S.  Attorney's  Office  in  New  York. 

In  another  example,  four  Providence,  Rhode  Island  SBIC's  en- 
gaged in  prohibitive  real  estate  transactions.  SBA  believes  that  one 
of  the  transactions  was  designed  so  that  the  accountant  for  the  four 
companies  realized  a  $900,000  profit  from  the  sale  of  downtown 
property  in  Providence,  Rhode  Island.  According  to  a  SBA  docu- 
ment, in  doing  so,  the  accountant  engaged  in  a  scheme  to  misapply 
funds  to  pay  off  personal  financial  obligations. 

Finally,  1  will  discuss  our  findings  related  to  loans  that  SSBIC's 
made  to  individuals  that  did  not  meet  SBA's  eligibility  require- 
ments. 

Under  SBA's  regulations,  disadvantaged  small  businesses  are  at 
least  50  percent  owned,  controlled,  and  managed  by  socially  or  eco- 
nomically disadvantaged  individuals.  Eligibility  factors  include  mi- 
nority status,  low  income,  unfavorable  location  of  business,  limited 
education,  physical  or  other  handicap,  past  or  prevailing  market- 
place restrictions,  and  Vietnam  era  service  in  the  Armed  Forces. 
SBA  found,  however,  that  some  SSBIC's  disbursed  loans  to  individ- 
uals who  were  not  economically  or  socially  disadvantaged  and  that 
several  loans  involved  the  use  of  minority  fronts  that  were  con- 
trolled by  the  SSBIC  that  provided  the  financing. 

For  example,  FJC  Growth  Capital  Corporation  located  in  Ala- 
bama made  loans  to  the  owner  of  a  clothing  manufacturer  who  was 
neither  economically  nor  socially  disadvantaged.  He  was  not  a 
member  of  a  designated  minority  group,  and  neither  his  home  nor 
his  company  were  in  an  unfavorable  location.  Also,  the  manufac- 


8 

areas  in  which  they  plan  to  invest  and  have  substantially  more  pri- 
vate capital.  Failed  SBIC's  and  SSBIC's  may  no  longer  declare 
bankruptcy,  and  unless  approved  by  SBA,  SBIC's  and  SSBIC's  may 
no  longer  subordinate  SBA's  position  as  creditor. 

Weaknesses  in  SBA's  oversight  and  management  continue  to 
place  Federal  funds  at  risk.  Periodic  examinations  identify  viola- 
tions that  often  go  uncorrected  for  more  than  one  examination 
cycle.  As  you  have  just  heard,  we  saw  a  number  of  examples  and 
heard  a  number  of  examples  from  the  special  investigations  work 
that  we  did,  but  many  were  additional  activities  that  we  saw  in  the 
last  several  months  where  these  violations  continue  to  go  unre- 
solved. 

SBA's  policy  for  allowing  extensive  time  to  rehabilitate  finan- 
cially troubled  firms — the  average  time  to  move  such  firms  into  liq- 
uidations is  16  months — may  actually  diminish  recoveries  because 
it  gives  firms  additional  time  to  sell  off  assets.  Data  on  the  value 
of  assets  that  SBA  uses  to  identify  financially  troubled  firms  for 
liquidation  are,  according  to  SBA,  often  overstated,  triggering  liq- 
uidations too  late  and  limiting  SBA's  ability  to  recover  Federal 
funds.  SBA  expects  to  ultimately  lose  $304.4  million  from  the  189 
firms  currently  in  liquidation.  SBA  does  not  have  a  strategy  to  tar- 
get oversight  efforts  or  ensure  more  accurate  asset  valuation. 

Twenty-one  SBIC's  have  completed  a  stock  repurchase;  47  more 
firms  are  potentially  eligible.  For  the  21  firms,  SBA  received  $17.7 
million  for  its  investment  of  $50.3  million  and  it  forgave  or  allowed 
to  be  written  off  $15.3  million  in  unpaid  dividends  owed  to  SBA. 
This  return  of  about  27  cents  on  the  dollar  is  well  below  the  52 
cents  on  the  dollar  that  SBA  expects  to  average  in  liquidation  re- 
coveries. Most  of  the  firms  that  benefited  were  financially  healthy; 
several  received  subsequent  SBA  financing. 

Finally,  although  we  found  no  indication  of  efforts  to  restrict  or 
influence  examinations,  the  organizational  placement  of  the  exam- 
ination function — in  the  office  that  also  manages  the  program — 
may  impede  the  office's  independence  and  its  ability  to  rigorously 
pursue  corrective  actions. 

Now,  although  recent  SBA  actions  and  legislative  changes  are 
steps  in  the  rignt  direction,  oversight  and  management  weaknesses 
continue  to  plague  the  SBIC  and  SSBIC  Programs.  Corrective  ac- 
tions on  examination  findings  are  not  pursued  rigorously,  finan- 
cially troubled  firms  are  not  transferred  to  liquidation  quickly,  and 
overstated  asset  valuations  are  not  detected  in  a  timely  manner. 
We  believe  these  weaknesses  result  in  losses  to  the  Government 
that  could  have  been  avoided.  Also,  given  today's  tight  budget  cli- 
mate, we  question  whether  the  stock  repurchase  program  is  the 
best  use  of  Federal  funds  to  help  small  businesses. 

Finally,  although  we  saw  no  indication  of  efforts  to  restrict  or  in- 
fluence examinations,  we  believe  that  the  organizational  placement 
of  the  Office  of  Examinations  in  the  same  division  that  is  respon- 
sible for  promoting  the  program  leaves  it  vulnerable  to  questions 
about  its  independence,  especially  in  light  of  the  problems  that  we 
have  described  today. 

Therefore,  in  our  testimony,  we  make  the  following  recommenda- 
tions. To  ensure  rigorous  pursuit  of  corrective  actions,  improve 
oversight  of  SBIC's  and  SSBIC's,  and  to  minimize  the  losses  of  SBA 


investment,  we  recommend  the  administrator  of  SBA  develop  an 
overall  strategy  to  better  target  oversight  resources  to  SBIC's  and 
SSBIC's  that  commit  repeated  or  egregious  violations  and  on  those 
investments  that  pose  the  greatest  risk  of  loss  to  the  Government. 
This  strategy  should  include  a  risk-based  assessment  of  SBA's  in- 
vestments and,  at  a  minimum,  specify  timeframes  for  SBIC's  and 
SSBIC's  to  correct  financial  and  regulatory  violations;  actions  that 
will  be  taken  if  violations  are  not  corrected;  and  procedures  for 
promptly  placing  severely  impaired  firms  under  liquidations;  and 
give  the  Office  of  Examinations  responsibility  for  tracking  actions 
taken  to  correct  problems  identified  during  the  examinations  of 
SBIC's  and  SSBIC's. 

Further,  because  asset  valuation  data  will  be  critical  and  is  a 
critical  component  for  a  risk-based  assessment  of  SBA's  potential 
exposure  from  its  investments  in  SBIC's  and  SSBIC's,  we  rec- 
ommend that  the  administrator  expedite  the  design  and  implemen- 
tation of  a  system  that  will  help  to  routinely  analyze  the  asset 
valuations  in  the  recently  developed  licensee  investment  database 
to  detect  problems  of  potential  asset  overvaluation,  such  as  incon- 
sistencies in  the  valuation  of  small  businesses  that  have  loans  for 
more  than  one  SBIC  or  SSBIC;  patterns  in  valuation  by  type  and 
amount  of  small  business  investments;  deviations  in  valuation  by 
type  and  amount  of  small  business  investments;  and  duplications 
by  names  of  owners  or  addresses  where  the  same  collateral  may  be 
used. 

Finally,  in  addition,  we  recommend  the  administrator  postpone 
further  repurchases  under  the  3  percent  Preferred  Stock  Repur- 
chase Program  until  a  review  of  the  program,  including  an  evalua- 
tion of  cost  and  benefits,  is  completed  to  determine  whether  this  is 
the  best  use  of  Federal  funds  to  help  small  businesses  and  that  the 
findings  be  reported  to  you  and  to  the  Senate  Small  Business  Com- 
mittees. 

We  also  make  a  matter  for  congressional  consideration.  To  en- 
sure the  independence  of  examinations  and  avoid  potential  conflicts 
of  interest  in  resolving  disputed  examination  findings,  the  Congress 
may  want  to  consider  directing  the  administrator  to  move  the  Of- 
fice of  Examinations  out  of  the  investment  division  and  have  it  re- 
port directly  to  the  Associate  Deputy  Administrator  for  Economic 
Development. 

I  will  add  regarding  that  matter  that  we  do  not  see  it  as  the  pan- 
acea, the  correct-all  for  the  problems  that  we  identified.  We  believe 
that  the  independence  and  appearance  of  lack  of  conflict  of  inter- 
ests are  critical,  but  the  bottom  line  is  the  commitment  that  the 
administration  and  the  SBA  needs  to  have  in  aggressively  and  rig- 
orously following  up  on  these  violations  that  they  have  identified 
and  to  take  very  prompt  action  when  firms  need  to  go  quickly  into 
liquidations. 

Madam  Chair,  this  finishes  my  prepared  remarks  and  I  would  be 
happy  to  answer  any  questions  you  or  the  Members  might  have. 

Chairwoman  Meyers.  Thank  you,  Mrs.  England-Joseph. 

[Ms.  England-Joseph's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  I  think  that  we  will  hear  from  Patricia 
Forbes  and  then  come  back  to  all  of  you  for  questions. 
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In  the  testimony  which  I  have  submitted  for  the  record,  I  have 
described  in  considerable  detail  the  procedures  by  which  the  invest- 
ment division  tracks  the  financial  condition  of  SBIC's  and  special- 
ized SBIC's  and  how  it  verifies  the  reported  data  through  examina- 
tions of  licensees  in  the  field.  In  the  interest  of  time,  I  will  not  re- 
peat that  here,  however,  I  would  like  to  comment  on  some  specific 
actions  we  are  taking  to  effectively  manage  the  SBIC  Program. 

One  of  the  historic  weaknesses  of  the  SBIC  Program  has  been  in 
the  area  of  financial  reporting.  The  accounting  for  investment  com- 
panies, which  includes  SBIC's,  differs  from  that  for  normal  operat- 
ing companies  in  that  a  major  component  of  financial  performance 
is  what  is  termed  changes  in  unrealized  appreciation  or  deprecia- 
tion of  investments.  For  investment  companies,  financial  perform- 
ance is  represented  by  the  sum  of  the  net  investment  income,  the 
net  realized  capital  gains  or  losses  on  disposition  of  securities,  and 
changes  in  net  unrealized  appreciation  or  depreciation  of  invest- 
ments. That  is,  the  change  in  the  value  of  the  investment  portfolio 
during  the  period  relative  to  its  cost. 

The  first  two  components  are  conventional  and  relatively  easy  to 
measure  because  they  are  largely  cash-based  transactions.  How- 
ever, the  third  requires  a  subjective  judgment  as  to  the  current 
value  of  a  large  number  of  portfolio  securities  which  generally  were 
acquired  in  private  investment  transactions. 

Although  SB  A  had  long  had  a  policy  addressing  the  issue  of 
SBIC  portfolio  valuation,  it  was  so  general  as  to  be  of  little  prac- 
tical use.  With  the  April  1994  regulations,  meaningful  standards  of 
valuation  reflecting  actual  venture  capital  industry  practices  were 
introduced. 

As  of  December  31st,  1994,  every  SBIC  was  required  either  to 
adopt  the  SBA  model  of  investment  valuation  procedures  or  to  sub- 
mit its  own  alternative  procedures  for  approval.  Approximately  95 
percent  of  the  licensees  chose  to  adopt  SBA's  version.  We  used  the 
concept  of  capital  impairment  as  a  fundamental  measure  of  the  fi- 
nancial soundness  of  a  SBIC.  Essentially,  this  is  the  ratio  of  the 
SBIC's  cumulative  losses,  including  unrealized  losses  reflected  in 
its  depreciation  of  investments  account  to  its  private  capital.  Thus, 
at  a  50  percent  impairment,  one-half  of  the  SBIC's  private  capital 
has  been  lost.  At  100  percent,  it  has  all  been  lost. 

This  is  important  since  private  capital  represents  a  cushion 
against  the  impact  of  future  operating  losses  on  the  SBIC's  SBA- 
guaranteed  securities.  Consequently,  we  have  established  a  capital 
impairment  of  50  percent  for  SBIC's  or  75  percent  for  specialized 
SBIC's  as  a  violation  of  the  regulations  and  a  basis  for  justifying 
a  transfer  of  the  licensee  to  liquidation.  Obviously,  accurate  valu- 
ations of  a  licensee's  portfolio  securities  are  critical  to  the  deter- 
mination of  capital  impairment  and  the  initiation  of  remedial  ac- 
tion by  the  investment  division. 

To  focus  on  what  may  become  of  SBA's  future  losses  on  leverage, 
use  of  a  watch  list  began  in  1992  when  the  investment  division  de- 
veloped the  Hst  to  track  SBIC's  and  specialized  SBIC's  which  had 
reached  thresholds  of  impairment  above  safe  levels.  Those  levels 
were  35  percent  for  SBIC's  and  50  percent  for  specialized  SBIC's. 
In  addition,  SBIC's  and  specialized  SBIC's  with  other  problems, 
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such  as  poor  earnings  or  serious  regulatory  violations,  were  added 
to  the  list. 

The  aim  of  the  list  was  to  stay  on  top  of  problem  companies  and 
know  what  actions  were  being  taken  to  correct  the  problems  or 
move  the  companies  toward  liquidation.  At  the  time  it  was  devel- 
oped, the  list  was  reviewed  with  management  once  or  twice  a  year. 
Under  those  conditions,  the  list  was  of  limited  value,  however,  it 
did  segregate  known  problems.  In  early  1994,  SBA  began  to  use  the 
watch  list  more  effectively.  A  watch  list  committee  was  developed. 
The  committee  is  made  of  senior  managers  from  both  the  oper- 
ations and  liquidations  divisions  within  the  investment  division. 

As  often  as  is  needed,  generally  monthly,  the  committee  meets 
and  agrees  on  a  plan  of  action  witn  specific  deadlines  for  each  com- 
pany on  the  watch  list.  This  system  ensures  that  SBA  promptly 
acts  on  problems  identified  either  through  examinations  or  finan- 
cial analysis. 

Of  the  187  active  SBIC's,  eight  with  $35.7  million  of  leverage 
currently  are  on  the  watch  list.  This  represents  4.3  percent  of  the 
SBIC's  licensees  and  less  than  5  percent  of  outstanding  leverage. 
Of  the  90  active  specialized  SBIC's,  14  with  $36.9  million  of  lever- 
age currently  are  on  the  watch  list.  This  represents  15.6  percent 
of  the  specialized  SBIC  licensees  and  12.6  percent  of  the  outstand- 
ing leverage.  It  must  be  remembered  that  many  watch  list  compa- 
nies will  not  go  to  liquidation  or  result  in  losses  to  SBA.  They  con- 
tinue to  operate  and  since  a  SBIC  must  lose  all  of  its  private  cap- 
ital before  the  SBA  loses  its  first  dollar,  there  is  still  a  significant 
cushion  of  the  licensee's  own  capital  remaining  before  SBA  experi- 
ences a  loss. 

Of  the  $72.6  million  of  leverage  currently  on  the  watch  list,  the 
final  loss  is  not  expected  to  exceed  $4  million.  Licensees  on  the 
watch  list  are  monitored  especially  closely.  Their  impairment  must 
be  calculated  quarterly,  or  more  frequently  if  deemed  necessary  by 
the  investment  division  and  they  must  submit  unaudited  financial 
statements  quarterly  as  well. 

A  committee  meets  periodically  to  review  each  watch  list  situa- 
tion and  to  evaluate  alternatives  in  dealing  with  them.  While  we 
would  obviously  like  licensees  to  remain  active  and  healthy  so  they 
could  continue  to  assist  small  businesses,  at  such  time  as  it  is  de- 
termined that  permanent  impairment  in  excess  of  50  percent  for 
SBIC's  or  75  percent  for  SSBIC's  or  some  other  actionable  violation 
of  regulations  exists,  a  preliquidation  meeting  is  held.  It  is  chaired 
by  the  Associate  Administrator  for  Investment  and  it  includes  key 
investment  division  personnel,  as  well  as  one  or  more  representa- 
tives of  the  Office  of  the  Greneral  Counsel.  The  transfer  of  a  licensee 
to  the  Office  of  Liquidation  occurs  at  this  meeting  if,  after  careful 
review  of  the  circumstances,  such  action  is  warranted. 

There  are  currently  116  SBIC's  and  73  specialized  SBIC's  in  liq- 
uidation. Total  leverage  outstanding  for  the  licensees  in  liquidation 
is  $501  million.  While  $501  million  is  the  maximum  possible  loss, 
in  view  of  our  experience  to  date,  it  is  expected  that  approximately 
half  of  it  will  be  recovered,  resulting  in  an  actual  loss  of  $250  mil- 
lion. SBA  prepares  an  Ultimate  Loss  Report  on  each  SBIC  liquida- 
tion as  of  September  30  of  each  year  and  this  report  should  be 
available  to  you  shortly. 
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Ms.  Forbes.  The  statutory  language  authorizes  SBA  to  estabhsh 
the  program.  Most  of  the  programs  we  have  at  SBA,  we  are  author- 
ized to  conduct.  We  are  not  mandated  to  conduct  them. 

Chairwoman  MEYERS.  Thank  you. 

Ms.  England-Joseph  or  Mr.  Wheeler,  would  you  like  to  comment 
on  the  stock  repurchase  program? 

Ms.  England- Joseph.  The  only  comment  I  might  make  is  that 
it  isn't  clear  from  the  legislation  or  any  information  from  the  con- 
ference report  that  would  indicate  the  intent  that  Congress  may 
have  had  or  the  appropriators  may  have  had  in  authorizing  this 
particular  program.  So,  it  is  very  difficult  then  to  determine  wheth- 
er it  was  intended  to  assist  healthy  firms  or  intended  to  assist  dis- 
tressed firms,  firms  that  are  in  impairment.  I  think  that  may  be 
a  question  or  an  issue  that  the  committee  would  want  to  address. 

Chairwoman  Meyers.  Has  it  been  utilized  appropriately? 

Ms.  England- Joseph.  Not  knowing  the  intent,  it  is  questionable 
as  to  what  is  appropriate  or  not  appropriate.  I  think  that  the  infor- 
mation we  provide  in  our  statement  is  to  indicate  to  you  that 
healthy  firms  predominantly  benefited  from  the  program,  and  so  it 
is  really  a  question  now  back  to  the  committee  as  to  whether  that 
was,  in  fact,  something  that  was  the  best  use  of  limited  funds  for 
small  businesses. 

Chairwoman  Meyers.  Thank  you. 

I  would  like  to  direct  a  question  to  Mr.  Wheeler.  How  did  you  se- 
lect the  12  SBIC's  and  SSBIC's  from  the  111  which  SBA  identified 
as  having  regulatory  violations?  Would  you  characterize  these  as 
typical  or  worst  case?  How  do  they  compare  in  severity  of  violations 
to  capital  management  service  which  we  studied  last  year? 

Mr.  Wheeler.  Madam  Chair,  the  selection  of  the  12  was  based 
upon  geographical  disbursement.  We  wanted  to  look  at  companies 
not  just  in  one  area,  but  across  the  country.  The  selections  were 
made  based  upon  the  strength  of  the  information  contained  in 
SBA's  files  and  the  similarity  in  regulatory  violations  to  that  which 
we  found  in  CMS.  I  could  not  say  whether  they  are  among  the  best 
companies  or  the  worst  companies  in  the  111  that  SBA  identified 
to  us  as  having  serious  regulatory  violations.  They  are  an  extract 
that  are  reminiscent,  in  terms  of  their  own  history  or  pattern  of 
regulatory  violations,  of  those  found  in  CMS. 

Chairwoman  Meyers.  This  would  be  directed,  I  think,  to  Ms. 
England-Joseph,  although  either  from  GAO  could  answer.  In  pre- 
paring a  large  SBA  reauthorization  package,  I  have  considered  a 
3-year  phaseout  of  the  grandfather  which  existing  licenses  received 
when  we  legislatively  revamped  the  venture  capital  programs  in 
1991.  In  other  words,  those  SBIC's  and  SSBIC's  would  be  given  3 
years  to  meet  the  capital  requirements  and  more  stringent  man- 
agement requirements  of  the  participating  securities  program  or  be 
delicensed.  What  is  your  opinion  of  such  a  concept? 

Ms.  England^oseph.  That  type  of  an  approach  would  certainly 
assure  that  ultimately  all  SBlU's  and  SSBIC's  meet  the  financial 
requirements  and  the  capitalization  requirements  that  are  now 
being  viewed  by  many  as  a  good  change  to  the  program.  So,  I  think 
the  net  effect  tnat  you  are  attempting  to  achieve  in  a  3-year  period 
or  beyond  is  a  good  one  and  it  creates  then  a  program  where  all 
SBIC  s  and  SSBIC's  meet  the  same  requirements  and  standards. 
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The  difficulty  might  be  for  those  SBIC's  and  SSBIC's  in  the  pro- 
gram who  may  not  be  able  to  achieve  that  capitalization  require- 
ment in  3  years,  and  it  may  actually  cause  the  remaining  SBIC's 
and  SSBIC's  that  were  grandfathered  in  not  to  be  able  to  meet 
them  and  therefore  go  into  liquidation.  But  it  is  difficult  for  me  to 
project  how  many  of  them  that  are  in  existence  now  would  likely 
go  into  liquidation  because  of  that  decision. 

Chairwoman  Meyers.  I  guess  I  would  like  to  have  any  rec- 
ommendations that  the  panel  could  make,  because  it  seems  to  me 
that  our  problem  is  not  since  1991  or  1992.  I  mean,  when  the  pro- 
gram was  changed  and  the  regulations  were  just  implemented  in 
1994,  I  do  think  there  has  been  more  careful  oversight  and  the  cap- 
ital requirements  have  been  greater.  It  is  all  of  those  that  were  li- 
censed prior  to  that  that  may  not  have  sufficient  capital  and  may 
be  operating  under  standards  that  are  just  not  the  same. 

Ms.  England-Joseph.  If  I  might  add  a  comment,  I  would  not 
quickly  judge  that  simply  improving  the  licensing  procedures  and 
the  capitalization  requirements  are  enough  to  ensure  the  long-term 
health  and  viability  of  the  newer  SBIC  s  that  have  been  licensed 
given  the  fact  that  the  oversight  processes  that  are  employed  by 
SBA  today  do  not  ensure  that  identified  violations  are  addressed  in 
an  expeditious  manner. 

There  is  nothing  to  indicate  that  the  55  who  have  been  licensed 
in  the  last  years  are,  in  fact,  going  to  have  similar  problems  in 
their  ability  to  meet  regulatory  requirements.  However,  if  they  do, 
you  need  to  have  a  system  in  place  within  the  Federal  Government 
to  ensure  that  valuation  of  assets  are  being  done  accurately,  that 
impairment  levels  are  identified  early  enough  so  that  the  Federal 
Government  can  prepare  for  and  address  potential  risks  of  loss  of 
funds  to  the  Federal  Government. 

So,  the  system  and  process  of  oversight  is  critical  no  matter 
which  type  of  licensing  procedures  and  capitalization  requirements 
are  in  place.  So,  I  would  want  to  be  sure  and  separate  those  out 
and  say  to  you  that,  in  fact,  with  larger  capitalization — I  mean 
larger  SBIC's  with  greater  capitalization  and  certainly  a  leverage 
that  is  more  two  to  one  or  greater,  we  would  hope  that  it  would 
protect  the  Federal  interest,  out  it  just  means  larger  SBIC's  mak- 
ing larger  decisions  that  could  go  bad  and  so  the  hit  could  be  big- 
ger. So,  oversight  is  critical  regardless  of  what  you  do  to  licensing. 

Chairwoman  Meyers.  Thank  you. 

Mr.  Forbes,  finally,  you  said  that  in  your  oversight  process  you 
have  a  watch  list,  that  you  meet  monthly.  In  light  of  the  report  we 
have  heard  this  morning,  how  long  do  you  really  watch  before  liq- 
uidation? Are  you  going  to  establish  a  firm  timeframe? 

I  was  distressed  that  many  of  the  SBIC's  and  SSBIC's  that  we 
have  heard  about  this  morning  we  had  evidence  of  trouble  and 
then  would  give  them  6  months  and  then  another  6  months  with 
the  result  that  it  was  16  months  and  they  had  depleted  assets,  and 
subsequently  it  was  more  difficult  for  the  Government  and  the  tax- 
payer than  if  action  had  been  taken  quickly.  So,  what  is  your  time- 
frame? You  have  said  that  the  loss  would  be  $501  million  with  per- 
haps one-half  recoverable  so  that  the  loss  would  be  half  of  that. 

I  wondered  if  Ms.  England-Joseph  or  Mr.  Wheeler  could  answer 
if  those  ag^ee  with  your  figures  and  your  thinking  about  that  loss. 
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and  we  also  have  to  be  sure  too  that  the  returns  on  our  successes 
are  greater,  and  hopefully  far  greater,  than  the  losses  we  experi- 
ence. If  the  number  of  losses  we  experience  are  going  to  be  far 
greater  than  our  successes,  hopefully,  the  returns  on  those  fewer 
successes  will  be  far,  far  greater  than  our  losses. 

In  my  judgment,  on  the  basis  of  the  evidence  I  have  seen,  that 
has  been  the  case.  The  amount  of  return  on  the  smaller  number 
of  successes  has  been  infinitely  greater  than  the  amount  of  loss  on 
the  far  ^eater  number  of  losses.  It  is  important  to  keep  that  in 
perspective. 

I  was  troubled  during  the  decade  of  the  1980's  and  the  early 
1990's  by  what  I  considered  to  be  inadequate  supervision  of  the 
SBIC,  SSBIC  Program.  I  was  tremendously  heartened  by  the  qual- 
ity of  personnel  that  was  brought  in  beginning  in  1993  by  Erskine 
Bowles  when  he  brought  in  Bob  Stillman.  For  the  very  first  time 
in  my  experience,  there  was  somebody  who  knew  venture  capital 
better  than  any  of  the  venture  capitalists  who  were  coming  in  and 
talking  to  him  about  it,  as  did  Erskine,  and  I  think  he  brought 
about  tremendous  changes,  and,  Mr.  Christensen,  although  you 
and  I  have  had  not  had  the  opportunity,  within  my  recollection,  to 
meet,  maybe  we  have,  I  don't  recall  it,  certainly  not  since  you  have 
assumed  this  new  position,  you  come  with  similar  credentials  be- 
cause you  were  involved  in  SBIC  venture  capital.  So,  you  have  that 
familiarity. 

There  are  a  number  of  other  points  that  I  wish  to  make.  First 
of  all,  during  the  whole  decade  of  the  1980's  I  proposed  the  privat- 
ization of  this  program  and  authored  legislation  called  COSBI, 
which  in  fact,  would  have  done  that.  We  were  unsuccessful  in  pass- 
ing that  legislation,  and  so  we  then  came  in  with  the  best  that  we 
could  envision,  and  that  was  significant  changes  in  the  1992  legis- 
lation, pursuant  to  the  recommendations  of  tne  Cloherty  commis- 
sion. Any  time  anyone  wants  to  go  back  to  my  legislation  of  the 
1980's  calling  for  privatization  and  creation  of  COSBI,  I  would  be 
delighted  to  sit  down  at  the  table  in  order  to  help  accomplish  that. 

But  I  am  very  concerned  that  this  committee  never  do  what  the 
banking  committees  did  in  the  1980's.  On  the  one  hand,  in  my 
judgment,  the  banking  committees  and  the  Federal  regulators,  in 
the  mid-1980's,  were  terribly  lax  in  their  supervision  of  the  S&L 
industry,  most  especially  the  State  S&L  industry.  They  should 
have  been  much  tougher.  They  should  have  been  calling  in  the 
mid-1980's  for  much  quicker  closures  of  the  most  terrible  S&L's, 
that  is,  those  S&Ls  that  were  conducting  practices  that  never 
should  have  been  allowed. 

However,  in  the  late  1980's  when  we  experienced  problems,  then 
I  think  the  administration  at  that  time,  and  the  banking  commit- 
tees, in  order  to  compensate  for  their  laxness,  their  laxity,  overcom- 
pensated.  They  became  much  stricter,  much  more  rigid  to  the  point 
of  becoming  punitive  both  in  their  request  for  legislation,  in  their 
legislation,  in  their  implementation  of  the  legislation. 

They  were  aided  and  abetted  this  by,  I  think,  an  unbelievably 
short-sighted,  narrow-sighted,  tunnel  vision  approach  taken  by 
GAO,  which  had  no  concept  of  what  finance  was  all  about,  what 
the  economy  was  all  about,  but  took  a  purely  accountant's  perspec- 
tive on  the  issue.  So,  what  they  did  is  they  said,  if  you  are  sick, 
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rather  than  nurse  you  back  to  health,  what  we  will  do  is  kill  you. 
If  you  are  sick,  we  will  kill  you.  So,  the  GAO  and  the  administra- 
tion and  the  Congress  said,  let  us  come  in  with  this  draconian  leg- 
islation and  say  where  there  is  a  problem,  the  best  thing  to  do  is 
terminate  them,  George  Bernard  Shaw,  what  do  we  do  with  the 
problems  of  the  poor?  Kill  the  poor.  What  do  we  do  with  the  prob- 
lems with  troubled  institutions?  Kill  the  institutions.  It  created,  in 
my  judgment,  the  worst  debacle  that  we  have  witnessed  finan- 
cially, and  in  large  part  it  was  this  attempt  to  wash  our  hands  of 
the  laxity  by  proving  our  purity,  by  becoming  overly  strict,  overly 
rigid,  punitive  in  the  legislation. 

Let  us  not  make  that  mistake  again.  Whenever  we  see  a  troubled 
institution,  you  can  put  in  a  workout  situation.  Workouts  require 
tremendous  oversight,  tremendous  time  and  energy,  and  time. 
They  do  not  require  termination. 

Let  me  just  finish  up  this  thought.  Madam  Chair.  I  think  it  is 
very  important. 

Too  bad  approaches:  Being  lax  and  being  unduly  punitive,  calling 
for  termination  or  liquidation  too  quickly.  One  of  the  problems  with 
the  legislation,  too,  of  the  banking,  we  created  capital  require- 
ments. If  you  create  capital  requirements  that  are  too  precipitous 
in  nature,  they  will  exacerbate  the  problem.  What  you  must  do  in- 
stead is  have  standards  that  must  be  met  on  an  incremental  basis, 
and  so  long  as  your  glide  path  is  an  improved  situation,  so  long  as 
you  are  minimizing  the  loss  to  the  taxpayer,  you  are  maximizing 
the  potential  situation  of  both  the  SBIC  and,  most  importantly,  the 
small  businesses  who  are  out  there,  you  are  managing  the  problem. 

So,  what  we  must  do  is,  to  the  extent  we  have  problems,  we  must 
manage  them  best.  This  will  take  time.  It  will  not  require  a  dra- 
matic solution  because  the  dramatic  solution  is  the  killing  of  insti- 
tutions. The  Banking  Committee,  after  the  passage  of  the  1989  leg- 
islation had  one  constant  refrain:  How  many  institutions  have  you 
closed  today?  The  worst  possible  question  producing  the  worst  pos- 
sible result,  let  us  not  make  that  mistake. 

Thank  you.  Madam  Chair. 

Chairwoman  Meyers.  Thank  you,  Mr.  LaFalce. 

Mr.  Zeliff,  and  following  that  I  will  recognize  Mr.  Poshard,  Mr. 
Torkildsen,  and  Mr.  Skelton.  So,  that  will  be  the  order  for  the  next 
questioners.  Mr.  Zeliff. 

Mr.  Zeliff.  I  certainly  understand  that  venture  capital  is  much 
riskier  and  has  greater  losses  and  the  rewards  are  all  greater,  but 
I  don't  understand,  in  view  of  that,  why  the  mismanagement  and 
the  lack  of  priority  on  behalf  of  the  SBA  to  manage  those  risky  ven- 
ture capital  loans.  I  guess,  Ms.  Forbes,  you  indicated  you  only  had 
48  hours'  notice  on  the  GAO  report.  Did  you  find  any  of  their  testi- 
mony surprising? 

Ms.  Forbes.  I  was  surprised  that  they  named  companies  in  a 
public  forum. 

I  would  like  to  correct  something,  though,  for  the  record.  We  do 
examine  SBIC's  with  leverage.  We  examine  them  every  12  months. 
Ones  without  leverage  we  examine  every  24  months,  so  we  do 
prioritize.  We  do  not  prioritize  maybe  to  the  extent  we  should  and 
we  certainly  will  be  looking  at  that. 
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ness,  very  supportive  of  small  business.  I  hate  to  see  a  good  pro- 
gram go  down,  but  I  think,  and  they  feel,  and  we  recommended  to 
the  chairwoman  that — Mrs.  Meyers,  that  we  need  to  stick  to  core 
benefits,  we  need  to  make  sure  that  the  core  programs  survive,  and 
they  universally  said  that  this  is  one  program  that  is  not  working 
and  that  we  ought  to  get  rid  of  it. 

Now,  if  we  are  going  to  keep  it,  we  ought  to  keep  it,  and  we 
ought  to  play  by  the  rules  and  the  rules  and  the  responsibility  that 
we  have  to  the  taxpayer,  we  can't  use  it  as  a  piggy  bank,  and  we 
have  to  have  somebody  minding  the  store,  and  it  seems  to  me  that 
what  we  are  hearing  today  is  appalling.  I  would  be  ashamed  to  sit 
in  the  chair  that  you  are  sitting  in  in  terms  of  trying  to  justify  a 
program,  if  it  is  true,  of  what  we  heard  here  today. 

Ms.  Forbes.  This  is  why  we  asked  for  time  to  submit  for  the 
record.  We  have  not  had  an  opportunity  to  review  the  data  that 
GAO  relied  on.  There  could  be  inaccuracies.  What  we  were  pro- 
vided at  4  o'clock  on  Tuesday  was  a  draft,  not  a  final  product  by 
any  means,  and  they  admitted  there  might  be  errors  in  them. 

So,  we  will  be  happy  to  do  that.  We  too  are  very  interested  in 
having  the  best  program  possible  to  help  small  businesses. 

Mr.  Zeliff.  It  is  very,  very  serious,  and  if  we  lose  it  because  of 
incompetence,  it  would  be  a  shame. 

I  thank  you.  Madam  Chairman. 

Chairwoman  Meyers.  May  I  ask,  before  I  turn  to  Mrs.  Clayton, 
you  have  said  that  you  would  like  to  respond  in  writing  within  2 
weeks,  and  will  your  report  be  submitted  in  writing  to  them  before 
it  is  published? 

Ms.  England-Joseph.  It  has  already  been  submitted  officially  to 
them.  So,  what  we  can  do  is  try  to  incorporate  their  comments  into 
a  final  statement  that  we  can  then  issue. 

Ms.  Forbes.  It  is  not  a  report,  right?  It  is  a  testimony. 

Ms.  England-Joseph.  GAO  products  are  considered  reports.  So, 
this  is  a  testimony  that  gets  covered  just  like  anything  else. 

Chairwoman  Meyers.  They  will  have  the  full  report  then  be- 
fore— they  have  the  full  report  now  that  they  can  respond  to,  and 
that  will  be  incorporated  into  your  report? 

Ms.  England-Joseph.  Yes.  Our  full  report  is  the  testimony  that 
we  have  given  today,  and  that  is  what  they  had  prior  to  this  hear- 
ing, and  I  would  be  happy  to  get  their  written  comments. 

Mr.  LaFalce.  Madam  Chair,  on  this  point,  isn't  it  customary  to 
include  within  your  report  the  comments  of  the  Agency  that  you 
are  auditing  or  reviewing  prior  to  the  publication  of  your  report? 
If  that  is  customary,  and  it  is  my  understanding,  why  was  that  not 
followed  in  this  instance? 

Ms.  England-Joseph.  It  is  only  customary  when  we  are  not  tes- 
tifying. When  we  are  testifying,  we  usually  have  an  exit  with  the 
Agency  prior  to  the  actual  hearing  date  so  we  can  assure  ourselves 
of  the  accuracy  of  the  information. 

In  this  case,  because  we  were  making  recommendations,  we 
wanted  to  allow  the  Agency  the  opportunity  to  formally  respond, 
but  we  knew  we  couldn't  give  them  as  much  time  as  perhaps  they 
want,  and  I  understand  that,  and  we  would  be  happy  to  remain 
open  and  get  additional  comments. 
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Mr.  LaFalce.  So  you  neither,  because  of  the  fact  you  are  testify- 
ing today,  did  what  you  customarily  do,  include  their  written  com- 
ments on  your  report  after  ample  time  to  review  the  draft,  nor  did 
you  give  them  an  exit  review  or  whatever  that  is? 

Ms.  England- Joseph,  Yes,  sir,  we  did  give  them  an  exit  review. 

Mr.  LaFalce.  What  is  an  exit  review? 

Ms.  England-Joseph.  An  exit  conference,  where  we  meet  with 
officials  of  the  Agency.  They  get  a  copy  of  the  draft  so  they  have 
a  chance  to  respond  to  it. 

Mr.  LaFalce.  When  was  that? 

Ms.  England-Joseph.  The  last  draft  they  got  was  48  hours  ago. 

Ms.  Forbes.  No.  It  was  4  o'clock  on  Tuesday  afternoon.  That  was 
the  only  draft  we  got. 

Ms.  England-Joseph.  We  have  had  conversations  with  them 
throughout  the  time  that  we  were  doing  our  work  at  various  levels 
within  the  organization. 

Mr.  LaFalce.  When  did  they  get  their  draft  report?  Was  it  4 
o'clock,  Tuesday? 

Ms.  England-Joseph.  When  we  met  with  them,  4  o'clock. 

Mr.  LaFalce.  Tuesday? 

Ms.  England-Joseph.  Yes.  They  actually  got  it  in  the  morning 
of  that  day. 

Mr.  LaFalce.  All  right.  But  isn't  that  most  unusual? 

Ms.  England- Joseph.  No,  sir.  In  regards  to  testimony,  typically 
we  get  formal  comments  only  when  we  have  a  full  report  that  we 
are  issuing  quite  separately  from  a  testimony.  In  the  case  of  testi- 
mony, typically  we  are  not  given  much  time  from  the  sheets  that 
are  given  requesting  the  hearing  and  the  testimony  from  us.  We 
view  it  as  a  courtesy  to  get  to  the  Agency  prior  to  actually  testify- 
ing so  that  we  can,  in  fact,  assure  ourselves  that  we  have  talked 
to  the  Agency. 

Chairwoman  Meyers.  I  wanted  to  clear  up  this  question,  and 
now  I  would  like  to  return  to  regular  order. 

Mrs.  Clayton. 

Mr.  LaFalce.  Madam  Chair,  I  ask  unanimous  consent  for  30  sec- 
onds. 

Chairwoman  Meyers.  Without  objection. 

Mr.  LaFalce.  I  just  want  to  clarify  that  this  has  not  been  a  GAO 
report  you  are  talking  about.  This  is  GAO  testimony  as  opposed  to 
a  report,  and  yet  it  was  my  understanding  that  GAO  was  in  the 
process  of  preparing  reports.  I  just  think  the  whole  process  has 
been  skewed  a  bit. 

Thank  you. 

Chairwoman  Meyers.  Mrs.  Clayton. 

Mrs.  Clayton.  Thank  you.  Madam  Chair,  and  also  I  want  to 
thank  you  for  having  the  hearing,  and  I  hope,  as  incorporated  in 
your  comments,  that  we  are  indeed  here  not  necessarily  to  destroy, 
to  overglorify,  but  also  to  find  how  we  can  strengthen  it  if  it  is  to 
be  contmued. 

In  that  light,  I  also  find  that,  although  I  know  the  GAO  is  an 
independent  Agency,  it  seems  like,  if  it  is  in  the  light  of  trying  to 
find  out  how  we  find  information  that  may  enhance  the  manage- 
ment of  the — the  accountability  of  the  public  policy,  one  does  it  in 
the  most  cooperative  way  we  can.  This  is  not  an,  "I  got  you,"  this 
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Mrs.  Clayton.  So  these  are  ones  that  have  been — several  admin- 
istrations. 

Ms.  Forbes.  Right.  But  they  haven't  necessarily  been  in  violation 
for  that  long.  Some  have  been. 

Mr.  LaFalce.  Would  the  gentlelady  yield  for  a  10-second  ques- 
tion? 

Mrs.  Clayton.  Yes. 

Mr.  LaFalce.  Could  you  comment  about  the  quality  of  the  ven- 
ture capitalist  and  the  adequacy  of  the  capital  of  the  newly  quali- 
fied SBIC's  since  the  new  legislation  of  1992  and  in  the  implement- 
ing regulations?  Because  it  is  my  understanding  that  the  new  SBIC 
entrance  and  the  adequacy  of  their  capital  has  been  vastly  supe- 
rior. Would  you  care  to  comment  on  that? 

Ms.  Forbes.  Yes,  that  is  true.  I  think  I  said  in  my  statement 
that  the  private  capital  attracted  by  the  new  licensees  is  many 
times  greater — $15.5  million  on  average — compared  to  $2.4  million, 
is  the  reason  the  private  capital  is  important. 

Mr.  LaFalce.  About  seven  times  greater? 

Ms.  Forbes.  Right,  you  can  hire  laetter  people  if  you  have  more 
cash  flow  and 

Mrs.  Clayton.  That  is  a  good  point,  I  guess,  and  my  comment 
is  that  the  small  amount  of  money,  this  leveraging  of  a  significant 
amount  of  private  capital,  nevertheless  we  want  to  make  sure  that 
the  small  amount  is  managed  well. 

Thank  you. 

Chairwoman  Meyers.  I  don't  think  anybody  is  quarreling  with 
the  fact  that  the  capital  requirements  are  higher  and  the  manage- 
ment requirements  are  tougher  since  we  changed  the  law.  I  think 
what  GAO  is  saying  is  that  even  with  higher  capital  requirements, 
that  everything  depends  on  oversight  and  immediate  follow- 
through,  even  with  tne  new  licensees. 

Mr.  Torkildsen. 

Mr.  Torkildsen.  Thank  you,  Madam  Chair,  and  I  also  thank  you 
for  holding  this  hearing  today. 

To  follow  up  in  the  line  that  a  couple  of  members  have  touched 
upon  already,  the  selection  of  these  12  SBIC's  and  SSBIC's  from 
the  111  culled  from  data  provided  by  the  SBA  for  violations  and 
then  also  consistent  with  the  work  that  was  done  regarding  CMS 
previously,  so  would  you  say  that  these  are  the  worst  case  viola- 
tions, or  would  you  expect  them  to  be  the  worst  case  violations,  or 
would  they  be  more  just  middle  of  the  pack,  from  your  view? 

Mr.  Wheeler.  It  is  really  hard  for  us  to  say  whether  these  are 
the  worst  or  the  best.  They  were  taken  fi-om  the  111.  The  history 
and  pattern  of  violations  was  very  similar  to  CMS.  Our  analysis 
was  not  at  the  level  to  be  able  to  determine  whether  or  not  these 
were  absolutely  worst  case  scenarios  or  not. 

Mr.  Torkildsen.  The  Congress  approved  the  transfer  of  the  ex- 
amination function  from  the  Inspector  General's  Office  to  the  Office 
of  Investment  several  years  ago.  Did  you  find  any  difference  in  the 
number  and  quality  of  examinations  and  findings  before  or  after 
that  transfer,  or  were  you  able  to  study  that  time  differential? 

Mr.  Wheeler.  We  didn't  study  that  time  differential  precisely. 
We  did  take  away  a  sense  that  the  examinations  are  now  more 
comprehensive  than  they  had  been  prior  to  the  changes  and  that 
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important  improvements  have  been  made  in  other  areas.  So,  I 
think  that  the  exams  that  we  looked  at  after  1992  did  appear  to 
be  of  better  quahty. 

Mr.  TORKILDSEN.  For  Ms.  England-Joseph:  There  are  several  pro- 
posals to  privatize,  and  that  is  a  very  generic  term;  it  means  totally 
private  or  some  Government  involvement  still,  but  from  your — the 
study  that  you  have  done  so  far,  do  you  see  any  proposals  out  there 
to  privatize  as  helping  mitigate  the  problems  that  you  have  discov- 
ered in  your  research  to  this  point  in  time? 

Ms.  England-Joseph.  We  didn't  look  at  options  to  privatize,  so 
I  can't  really  take  a  position  or  give  you  some  indication  of  what 
we  believe  to  be  the  pros  and  cons  of  privatization,  but  certainly 
I  think  there  are  a  lot  of  people  outside  of  Government  that  have 
skills  in  this  area  that  might  be  able  to  provide  assistance  to  SBA, 
either  through  an  outsourcing  or  a  contracting  out  of  assistance  be- 
yond what  SBA  currently  does  to  perhaps  do  independent  assess- 
ments— independent  valuations  of  assets,  for  example.  So,  there 
may  be  gradations  of  privatization  that  actually  might  be  really 
viable  within  this  program. 

Mrs.  Clayton.  Will  the  gentleman  yield? 

Mr.  ToRKiLDSEN.  Yes. 

Mrs.  Clayton.  I  also  wondered,  there  was  a  little  bit  of  atten- 
tion— discussion  on  this  side  and  a  little  bit  of  a  recognition  of  the 
balancing  act  between  advocacy  and  accountability.  Is  there  an 
opinion  on  that  as  well,  as  to  now  that  tension  may  be  probably 
managed  well  or  how  it  be  separated?  Can  it  be  allowed  in  the 
same  accountability?  I  am  not  sure  who  said  it. 

Ms.  England-Joseph.  I  think  he  said  it,  but  we  make  a  rec- 
ommendation in  our  testimony  to  try  to  separate  the  examination 
function  from  the  advocacy  function.  However,  we  would  still  see 
it  maintained  within  the  operations,  the  program  side,  rather  than 
the  Office  of  Inspector  General  where  it  used  to  be.  That  would  pro- 
vide some  opportunity  for  that  tension  to  be  healthy  but  to  be  at 
least  there  to  execute  good  program  oversight. 

I  think  a  lot  of  the  theme  of  what  we  are  suggesting  here  and 
that  we  saw  is  that  there  is  a  tension,  some  maybe  not  so  healthy, 
when  the  real  struggle  is  to  try  to  keep  SBIC's  and  SSBIC's  in  op- 
eration for  as  long  as  possible,  obviously  with  a  desire  of  having 
them  turn  around  and  not  be  capitally  impaired. 

I  think  what  we  saw  from  our  work  is  that  very  early  you  get 
an  indication  from  the  watch  list  that  they  spoke  about  that  we  are 
likely  to  have  a  loss,  and  the  analysis  that  we  did  demonstrated 
that,  once  you  are  on  the  watch  list,  there  is  a  pretty  good  chance 
you  are  going  to  be  liquidated. 

The  36  that  we  looked  at,  I  believe  it  is  29  of  them — I  mean  24 
of  them  were  in — I  mean  were  on  the  watch  list  prior  to  getting 
into  liquidation.  I  think  the  watch  list  because  it  has  been  around 
since  1991. 

Mrs.  Clayton.  Do  you  see  that  as — you  are  on  the  watch  list  be- 
cause you  are  in  trouble,  hopefully  to  retrieve  you,  but  you  stay  in 
trouble,  you  go  on  there.  But  I  would  not  be  surprised  that  you 
would  go  in  liquidation  without  getting  a  watch  list. 

Mr.  Torkildsen.  Could  I  reclaim  my  time,  please? 

Mrs.  Clayton.  You  may. 
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Mr.  TORKILDSEN.  We  are  on  limited  time.  I  just  wanted  to  get  to 
a  few  more  points. 

Mrs.  Clayton.  Thank  you  for  yielding. 

Mr.  TORKILDSEN.  My  pleasure. 

Ms.  Forbes,  I  think  earlier  you  had  said  that  the  SBA  had  not 
had  time  to  review  the  data  that  today's  testimony  was  based  on, 
but  my  understanding — and  see  if  this  is  correct — where  did  that 
data  come  from?  Did  you  have  multiple  sources? 

Ms.  England-Joseph.  No,  sir.  We  were  given — in  fact,  I  com- 
pliment SBA,  and  did  before  the  testimony,  that  we  have  had  un- 
precedented cooperation  from  the  staff  there,  and  we  are  quite  ap- 
preciative of  that.  But  we  used  all  their  data;  we  reviewed  all  their 
files.  We  did  not  go  out  and  collect  separate  information  from  that 
which  is  maintained  in  their  own  records. 

Mr.  TORKILDSEN.  Ms.  Forbes,  if  all  of  the  data  comes  from  SBA, 
why  does  SBA  need  to  review  it  again? 

Ms.  Forbes,  Because  errors  could  be  made  in  either  writing  the 
numbers  down,  in  interpreting  the  numbers,  in  taking  things  out 
of  context.  There  are  many  ways  mistakes  can  be  made. 

We  were  provided  a  draft  that  even  the  people  who  met  with  us 
said  was  not  a  final  product.  So,  we  would  want  to  verify  before 
we  comment  on  it.  We  may  well  say,  yes,  of  the  12  that  were  looked 
at,  for  example,  five  are  in  liquidation.  That  is  the  ultimate  thing 
we  can  do  to  a  company,  is  put  them  in  liquidation.  So,  we  have 
acted  on  them. 

Mr.  TORKILDSEN.  I  will  make  a  statement  expressing  my  own 
opinion.  I  think  it  is  valuable  for  the  committee  to  have  a  hearing 
prior  to  the  issuance  of  a  final  report  because  it  is  the  committee 
request  that  instituted  this  to  begin  with.  I  think  it  allows  a  little 
more  direction  to  both  those  of  you  who  are  doing  the  study  as  well 
as  the  SBA,  both  of  the  problems  that  we  see  as  well  as  the  ones 
that  have  come  about  because  of  the  research,  and  then  to  address 
them. 

So,  I  think  it  is  extremely  helpful  to  have  this  hearing  and  still 
give  the  SBA  a  chance  to  respond,  but  obviously  I  think  that  the 
accusations  made  are  extremely  serious  and  that,  given  this  is  very 
different  than  a  simple  banking  operation,  that  this  is  venture  cap- 
ital, the  risks  are  greater,  but  that  means  that  more  has  to  be  done 
to  protect  the  taxpayers'  investment  in  all  of  that,  and  I  think  that 
is  certainly  one  of  the  points  that  I  am  taking  away  from  the  study 
and  this  hearing,  is  that  much  more  needs  to  be  done  in  that  area. 

So,  with  that,  I  will  say  thank  you,  Madam  Chair.  I  will  yield 
back  the  balance  of  my  time. 

Chairwoman  Meyers.  Thank  you,  Mr.  Torkildsen. 

I  would  like  to  just  correct  a  couple  of  things  I  think  that  have 
been  said,  or  maybe  not  correct  them,  but  make  an  additional  com- 
ment. 

Mr.  LaFalce  had  indicated  that  he  had  endorsed  a  program  of 
privatization  for  the  SBIC's,  but  I  do  believe  that  his  program  of 
privatization  involved  a  Government-sponsored  enterprise,  a  GSE, 
which  is  certainly  still  a  form  of  Government — a  guarantee,  and 
one  that  I  am  very  uncomfortable  with,  especially  in  a  program 
where  you  see  so  many  problems  as  it  exists. 
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I  think  in  addition  to  that,  I  would  like  to  say,  we  have  had  the 
comment  about  venture  capital  being  riskier,  and  I  think  we  all  re- 
alize that  venture  capital  is  riskier,  but  I  think  what  GAO  is  say- 
ing is  that  they  didn't  just  find  reasonable  to  risky  investments  in 
small  businesses  that  went  bad,  they  found,  as  I  understand  it,  in- 
vestments that  were  strictly  prohibited  by  the  program,  what  can 
only  be  described  as  shady  deals  in  some  respects  by  principals  in 
SBIC's  and  SSBIC's — loans  to  insiders,  loans  to  inappropriate  peo- 
ple. 

It  is  one  thing  to  say  that  losses  are  going  to  accrue  because  the 
investments  are  riskier;  we  expect  that  with  the  SBIC's.  It  is  quite 
another  to  ask  the  taxpayer  to  pay  for  losses  on  actions,  on  invest- 
ments that  are  against  tne  laws  of  that  program,  and  I  think  that 
that  is  what  we  are  concerned  about  today. 

I  would  like  to  ask  a  question  just  in  terms  of  numbers.  Ms. 
Forbes,  how  many  active  SBIC's  and  SSBIC's  are  there  currently? 

Ms.  Forbes.  I  believe  it  is  187  active  SBIC's  and  90  active 
SSBIC's. 

Chairwoman  MEYERS.  So  277. 

Ms.  Forbes.  Yes. 

Chairwoman  Meyers.  How  many  of  these  are  either  in  liquida- 
tion or  on  the  watch  list? 

Mr.  Christensen.  None  of  those  are  in  liquidation.  Those  are  ac- 
tive SBIC's.  There  is  the  other  group  that  are  in  liquidation. 

Chairwoman  Meyers.  How  many  are  those? 

Mr.  Christensen.  There  are  189  in  liquidation,  and  then  on  the 
watch  list,  there  are  22  on  the  watch  list,  8  SBIC's  and  14  SSBIC's. 

Chairwoman  Meyers.  So 

Mr.  Christensen.  Those  are 


Chairwoman  Meyers.  Out  of  277  then,  we  have  211  that  are  ei- 
ther in  liquidation 

Ms.  Forbes.  No;  22- 


Chairwoman  Meyers.  Say  the  names  again. 

Ms.  Forbes  [continuing!,  are  on  the  watch  list. 

Chairwoman  Meyers.  How  many  are  in  liquidation? 

Mr.  Christensen.  Those  are — 189  in  addition. 

Chairwoman  Meyers.  I  see. 

Mr.  Christensen.  You  see,  the  first  number  is  the  active  SBIC's. 
The  separate  number — those  are  no  longer  active  because  they 
have  been  moved  into  liquidation. 

Chairwoman  Meyers.  So  the  percentage  would  be  then — maybe 
GAO  can  ^ve  me  this.  The  percentage  of  the  total  number  that  are 
either  in  liquidation  or  in  trouble  of  some  sort  is  what? 

Ms.  England- Joseph.  It  would  probably  be  about  40-some  per- 
cent, I  would  say,  because  you  are  looking  at  a  total  of  466  either 
active  or  in  liquidation.  Of  that  466,  277  are  active,  and  within  that 
277,  as  they  are  saying,  apparently  22  of  them  are  on  the  watch 
list. 

Chairwoman  Meyers.  So  about  30  percent. 

Ms.  England-Joseph.  Closer  to  40  percent,  I  would  say. 

Chairwoman  Meyers.  40  percent. 

Given  the  SBA's  historical  slowness  to  liquidate,  we  understand 
there  are  attempts  to  rehabilitate  troubled  SBIC's,  and  what  Mr. 
Christensen  said  made  sense,  but  we  take  very  little  comfort  in  the 
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small  numbers  of  firms  transferred  into  liquidation  in  fiscal  year 
1995. 

Have  the  guidelines  been  tightened  on  how  long  SBA  will  allow 
an  SBIC  to  attempt  to  cure  capital  impairment  before  it  transfers 
it  to  liquidation? 

I  think  the  reason  for  my  concern  is  not  that  I  want  to,  if  the 
minute  it  gets  in  trouble,  kill  it;  that  is  not  my  goal.  What  my  goal 
is,  when  it  is  in  trouble,  not  to  let  it  slide  into  much  more  serious 
trouble,  with  greater  damage  to  the  Agency  and  the  taxpayer. 

Mr.  Christensen.  Let  me  comment.  Madam  Chairman,  I  don't 
mean  this  facetiously,  but  I  really  do  appreciate  these  hearings.  It 
is  probably  one  of  the  best  introductions  one  can  have  to  a  new  job, 
and  I  have  heard  here  described  what  is  my  job  description,  and 
one  major  element  and  important  facet  of  that  job  is  to  monitor  and 
influence  the  decision  of  how  rapidly  failing  SBIC's  are  moved  into 
liquidation,  and  it  is  a  judgment  call;  I  am  not  sure  we  can  set  any 
average  that  will  apply  to  everyone. 

It  is  clear  to  me,  from  the  analysis  that  GAO  has  done,  that  we 
mav  have  been  too  slow  in  the  past.  I  will  certainly  attempt  to 
make  sure  that  I  don't  have  hearings  accusing  me  of  that  in  the 
future.  But  it  is  important.  It  is  important  to  balance  the  two  con- 
siderations that  I  mentioned  before,  but  it  is  a  judgment  call,  and 
we  are  just  going  to  bring  our  best  judgments  we  can  to  bear  on 
it. 

Chairwoman  Meyers.  All  right.  Well,  I  think  all  of  us  will  prob- 
ably have  some  more  questions  that  we  would  like  to  submit  in 
writing. 

A  final  question  for  Mr.  Wheeler:  The  Office  of  Special  Investiga- 
tion prepared  a  lot  of  information  on  12  cases  for  this  hearing.  Be- 
cause it  is  really  too  much  information  to  absorb  today,  I  would  like 
to  ask  you  on  tne  record  to  prepare  a  report  on  your  cases  and,  fur- 
thermore, that  you  meet  with  the  SBA  to  verify  this  information. 

Mr.  Wheeler.  We  would  be  happy  to  do  so,  Madam  Chairman. 

Chairwoman  Meyers.  All  right.  Well,  I  appreciate  it  tremen- 
dously. 

[The  information  may  be  found  in  the  appendix.] 

Chairwoman  Meyers.  I  want  to  say,  if  we  are  talking  about  a 
number  of  SBIC's  and  SSBIC's  that  are  in  trouble,  we  also  must 
mention  that  there  are  a  great  many  that  are  functioning  just  as 
they  should  and  doing  a  very  good  job. 

I  think  oversight  in  this  particular  program  is  particularly  im- 
portant because  I  have  always  supported  the  program  and  I  con- 
tinue to  support  it,  but  I  don't  think  those  of  us  who  are  supporters 
can  continue  to  support  it  with  this  kind  of  a  percentage  of  SBIC's 
and  SSBIC's  that  are  a  problem. 

We  are  going  to  have  to  take  some  kind  of  action,  whether  it  is 
a  phaseout  of  those  who  are  in  the  old  program,  some  kind  of  step 
by  this  committee  that  will  address  the  problems.  There  are  a  great 
many  people,  and  we  had  an  earlier  hearing  this  year,  and  we  had 
a  great  many  people  who  do  not  think  that  Government  should  be 
in  the  business  of  venture  capital. 

From  what  I  have  heard  from  small  businesses,  I  think  that 
there  is  a  role  for  the  SBA  in  venture  capital,  because  what  we 
have  also  heard  is  that,  while  big  businesses  can  go  to  those  pri- 
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vate  firms  for  the  very  large  deals  and  get  venture  capital,  that 
small  businesses  have  a  very  hard  time  with  smaller  deals,  and  our 
business  on  this  committee  is  looking  out  for  small  business.  So,  I 
would  like  to  continue  to  support  this  program,  but  we  have  to  sup- 
port it  in  sounder  shape  than  it  is  now. 

So,  I  appreciate  very  much  the  report  by  GAO.  I  appreciate  the 
response  by  SBA.  Welcome  to  the  SBA,  Mr.  Christen  sen.  Thank 
you  all  very  much. 

[Whereupon,  at  12  p.m.,  the  committee  was  adjourned,  subject  to 
the  call  of  the  chair.] 
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Statement  of  Representative  Eva  Clayton 

Before  The 

House  Small  Business  Committee 

A  Public  Hearing 

Thursday.  September  28,  1995 


Madame  Chair,  The  Small  Business  Investment  Company  Program  has  been 
operational  for  nearly  three  decades.    It  is  the  principal  vehicle  by  which  the  Small 
Business  Administration  makes  available  equity  capital  and  long  term  debt  to  the 
Nation's  small  businesses. 

Since  its  inception,  SBICs  have  accounted  for  more  than  $12  billion  in 
financing  to  over  75,000  small  businesses,  creating  more  than  a  million  new  jobs  in 
manufacturing  and  in  the  service  industry.    Last  year  alone,  some  $1  billion  in 
financing  was  provided.    To  say  that  SBICs  are  a  vital  source  of  revenue  for  the 
small  business  community  in  America  would  be  an  understatement. 

That  is  why  this  hearing,  Madame  Chair,  is  important.    And,  i  commend  you 
for  your  vision  in  organizing  this  hearing.    It  is  important  to  hear  from  the  General 
Accounting  Office  and  to  consider  their  findings  in  how  the  Program  has  worked, 
what  have  been  some  of  the  pitfalls  and  failures  and  how  the  Program  might  be 
improved  in  the  future.    Even  more  importantly,  a  frank  discussion  about  the  best 
use  of  the  Program's  limited  resources  will  benefit  all  concerned. 

I  am  encouraged  by  certain  recent  actions  taken  by  the  Small  Business 
Administration,  aimed  at  improving  how  the  SBIC  Program  functions.    At  the  same 
time,  I  want  to  make  sure  that  such  improvements  do  not  have  the  unintentional 
result  of  forcing  disadvantaged  and  minority  firms  out  of  the  focus  of  the  Program. 
Requiring  investment  experience  and  substantially  more  private  capital  is  fiscally 
prudent,  but  it  may  not  be  socially  wise. 

We  should  point  out  the  weaknesses  in  the  oversight  and  management  of 
the  Small  Business  Administration  where  they  exist.    I  am  sure  officials  within  the 
Agency  welcome  that  kind  of  constructive  criticism.    At  the  same  time,  some 
failures  in  any  operation  of  this  kind  are  to  be  expected.    Responding  more  to  larger 
"small  businesses"  would  appear  to  be  the  trend.    But,  larger  is  not  always  better, 
and  larger  may  well  ignore  the  original  intent  of  helping  the  small  business.    Stiffer 
credit  review  and  closer  scrutiny  is  also  a  double  edged  sword.    Often  the  small 
business  can  get  lost  in  a  mountain  of  paperwork,  seeking  to  respond  to  legitimate 
inquiries  of  the  overseeing  agency,  but  losing  sight  of  its  goals  and  purpose. 

In  sum,  Madame  Chair,  we  must  be  diligent  in  our  oversight  role,  but  we 
must  also  be  careful  and  avoiding  interfering  to  the  point  of  interruption.  Thank 
you. 
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Opening  Statement  Congressman  Patrick  J.  Kennedy 

Small  Business  Committee  Hearing  on  SBA  Venture  Capital  Programs 

September  28,  1995 

Madam  Chair,  I  want  to  thank  you  very  much  for  today's  hearing  which  allows  us  to  receive  the 
testimony  of  the  General  Acwjunting  Office  concerning  SBICs  and  SSBICs  engaging  in 
improper  management  practices 

Programs  such  as  this  require  the  confidence  of  tax  payers  if  they  are  to  survive  and  grow 
Irregularities  such  as  those  outlined  in  the  reports  before  us  today  are  most  disturbing  and  I 
congratulate  the  GAO  for  the  work  it  has  done  on  this  issue. 

Today's  hearing  should  not  be  the  last  word  on  this  subject.  Wc  owe  it  to  the  American  people 
who  have  supported  these  two  programs  to  come  forward  with  a  full  and  complete  accounting  of 
these  practices.  We  must  also  pledge  to  work  together  to  enact  the  necessary  legislative  changes 
and  work  with  the  Small  Business  Administration  to  change  administrative  practices  to  ensure 
that  such  irregularities  cease. 

Of  course  I  am  particularly  troubled  that  one  of  the  irregulanties  highlighted  in  the  testimony 
occurred  in  my  state  of  Rhode  Island.  This  has  been,  aheady,  a  topic  in  the  Providence  Joi/mal- 
Biilleiin  and  1  have  heard  from  many  constituents  concerned  about  the  issues  raised  in  the  news 
stories  and  here  today 

The  findings  outlined  today  are  very  disturbing  and  I  share  the  concern  of  the  Chair  and  thank 
her  for  calling  today's  hearing.  I  am  ready  and  willing  to  work  with  the  Chair  as  we  continue  to 
explore  these  issues. 
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OPENING  STATEMENT 
REP.  JOHN  J.  LaFALCE 

COMMITTEE  ON  SMALL  BUSINESS 

September  28,  1995 

I  am  pleased  that  you  have  called  this  hearing  to  review  the  Small  Business 
Investment  Company  and  Specialized  Small  Business  Investment  Company 
programs. 

Most  of  us  understand  the  need  to  promote  loan  capital  to  small  businesses. 
Most  of  us  understand  the  broad  functions  of  a  loan;  but  very  few  understand  the 
meaning  of  "venture  capital"  which  these  programs  seek  to  promote. 

Venture  capital,  whether  it  be  equity  such  as  stock  or  subordinated 
debentures,  or  a  hybrid  combination,  is  of  critical  importance  to  small  businesses 
which  need  risk-based  financing.  Thus  the  vitality  of  this  program  is  very 
important. 

Certainly  there  have  been  problems  in  the  past  with  these  programs,  and  the 
Small  Business  Committee  has  moved  promptly  to  take  corrective  action.  Many 
of  thse  corrections  required  legislation  and  the  development  of  regulations,  and  thus 
are  just  now  being  fijlly  implemented. 

For  example,  under  the  Bush  Administration,  the  Cloherty  Commission— a 
blue-ribbon  panel  of  government  and  industry—made  detailed  recommendations 
concerning  the  SBIC  program.  I  subsequently  developed  and  secured  enactment 
of  legislation  implementing  their  recommendations. 
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These  changes  included  the  establishment  of  a  new  type  of  funding  called  a 
"participating  security."  This  new  funding  eliminates  an  inherent  cash-flow 
problem  existing  from  the  use  of  debenture  guarantees  as  firms  being  financed  the 
old  way  are  immediately  confronted  with  cash-flow  problems.  They  use  the 
debenture  proceeds  to  provide  equity  to  small  firms,  but  are  required  to  make 
interest  payments  on  the  debentures,  so  these  equity  investments  will  not  provide 
any  money  to  the  SBIC  for  many  years. 

My  legislation  also  addressed  the  problem  of  asset  evaluation.  It  was  the 
lack  of  proper  valuations  on  investments  by  SBICs  which  was  largely  responsible 
for  many  claims  on  SBA's  guarantee.  My  bill,  therefore,  required  the  board  of 
directors  of  each  SBIC  to  establish  a  system  to  evaluate  assets  or  investments  made 
by  the  SBIC.  The  new  valuation  will  provide  SBA  with  much  better  information 
on  which  to  base  its  decisions,  and  the  agency  this  year  began  receiving  this  more 
accurate  infonnation. 

As  we  receive  testimony,  I  hope  that  we  keep  in  mind  that  corrective 
measures  are  already  in  place  to  address  the  problems  we  will  hear  about  today. 
The  key  question  is  not  whether  there  were  problems;  there  were,  and  I  have  been 
one  of  the  most  vocal  critics  when  these  problems  have  been  identified. 

Indeed,  for  the  record,  I  would  point  out  that  I  requested  the  GAO  to 
investigate  CMS  in  October  1994. 

Secondly,  I  would  also  point  out  that  I  made  a  subsequent  request  of  GAO 
to  follow  up  on  the  CMS  examination  with  a  sample  of  SBICs/SSBICs  to  determine 
if  CMS  was  an  isolated  example  or  part  of  a  a  bigger  problem.  These  two  requests 
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are  a  large  part  of  the  work  now  being  discussed. 

So  let's  be  clear.  We  all  want  to  make  sure  that  these  programs  are 
operating  properly.  And  if  there  are  abuses,  we  want  to  know  so  that  we  can 
prevent  similar  ones  in  the  future. 

But  what  we  do  not  want  is  to  focus  on  abuses  or  problems  which  occurred 
under  different  laws,  regulations  and  systems  which  have  now  been  modified  to 
minimize  the  chance  of  any  reoccurrence. 

I  look  forward  to  the  testimony  today  and  will  cooperate  with  the  Chair  and 
others  in  coirecting  any  problems  so  that  the  SBIC  and  SSBIC  programs  can  caixy 
out  their  role  of  providing  venture  capital  to  the  small  business  community. 
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STATEMENT  OF  JAN  MEYERS,  CHAIR 
HOUSE  COMMITTEE  ON  SMALL  BUSINESS 


"SBA's  Venture  Capital  Programs" 
September  28.  1995 


The  committee  will  come  to  order. 

Good  morning    The  Committee  on  Small  Business  is  convened  today  to  fultlli  a  weighty 
responsibility,  one  that  I  willingly  embraced  when  1  assumed  the  chairmanship  of  the  committee 
last  January    We  will  be  examining  one  of  SBA's  most  controversial  programs,  one  that  has  been 
marked  by  great  successes  and  some  embarrassing  failures 

This  program,  the  Small  Business  Investment  Company  program,  together  with  its  sister 
program,  the  Specialized  Small  Business  Investment  program,  known  as  SBICs  and  SSBICs,  has 
provided  early  stage  flmding  for  what  are  now  some  of  America's  largest  publicly  held  companies 
It  is  a  program  that  has  proved  the  source  of  some  of  SBA's  greatest  embarrassments  as 
witnessed  by  the  revelation  last  year  about  one  specialized  small  business  investment  company. 
Capital  Management  Services,  Inc  and  its  role  in  the  Whitewater  matter 

Our  purpose  today  is  to  fulfill  our  oversight  mission,  not  to  praise  or  to  criticize    We  are 
here  to  determine  if  there  continue  to  be  problems  in  SBA's  management  of  the  SBICs  and 
SSBICs  that  it  licenses 

For  my  colleagues  and  our  guests  today  who  are  not  familiar  with  these  programs,  their 
structure  is  this  Private  investment  companies  that  raise  a  pool  of  capital  to  invest  in  or  lend  to 
small  businesses  become  licensed  by  SB.-X  and  agree  to  abide  by  SBA's  laws  and  regulations 
regarding  transactions  with  small  businesses    In  exchange  for  this  agreement,  SBA  provides 
matching  fijnds  either  through  debentures  or  through  participating  securities    Ultimately,  the  SBA 
is  supposed  to  be  paid  back  the  funds  it  provided    Unfortunately,  the  operative  phrase  here  is 
"supposed  to  be  paid  back"  For  today  we  will  hear  of  massive  losses,  fraudulent  transactions, 
poor  oversight,  and  the  said  spectacle  of  an  agency  trying  to  catch  a  horse  that  has  already  left  the 
barn 

It  is  doubly  sad  because  the  mission  of  the  program  is  a  fine  one    The  Congress  created 
this  program  to  fill  a  gap  in  the  small  business  financing  marketplace.  For  many  small  businesses, 
getting  a  bank  loan  is  not  the  best  way  to  finance  their  businesses    In  many  cases,  these  are  not 
bankable  deals  because  the  companies  are  in  the  start-up  phase,  however,  the  business  opportunity 
IS  real  if  someone  is  willing  to  invest  what  is  called  "risk  capital"  at  this  stage 
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In  the  high-tech,  high-growth  world,  these  companies  might  seei\  financing  through  major 
venture  capital  firms,  but  most  small  businesses  don't  fit  the  profile  of  traditional  venture 
capitalists. 

If  they  need  risk  capital  but  venture  capital  is  not  available,  where  do  they  go'^  Many  raise 
the  money  they  need  by  borrowing  from  friends  or  by  mortgaging  their  houses,  but  for  many  this 
is  not  available  or  it  is  not  enough    If  they  live  in  America's  heartland  far  from  the  financial 
metacenters,  they  are  doubly  penalized 

Where  do  small  businesses  like  this  go  for  risk  capital'''  The  Small  Business  Investment 
Company  was  designed  to  fill  this  niche.  These  companies,  licensed  by  SBA,  are  spread 
throughout  the  country    They  provide  exactly  the  kind  of  financing  that  these  companies  need 

The  Specialized  Small  Business  Investment  Company  program,  or  SSBIC  program 
provides  the  same  kind  of  assistance  targeted  at  the  minority  community  which  has  traditionally 
had  an  even  more  difficult  time  finding  risk  capital    SBICs  review  proposals  from  small 
businesses,  do  their  due  diligence,  structure  the  deal,  combine  their  own  funds  with  SBA  funds  to 
finance  the  deal,  and  continue  to  manage  the  transaction  and  watch  over  the  small  business  once 
the  deal  is  done 

SBA's  role  is  at  arm's  length  in  the  transaction    Its  job  is  to  make  sure  that  the  SBIC  or 
SSBIC  adheres  to  regulations,  manages  its  deal  appropriately,  and  doesn't  expose  the  government 
and  the  taxpayer  to  undue  risk    It  is  a  public-private  partnership,  a  concept  that  has  much  appeal 
in  tight  budget  times 

So  what  is  the  problem*^  That  is  what  we  are  here  to  determine  today 

At  the  outset,  let  me  say  that  SBA  is  not  unaware  of  problems  with  this  program    At  the 
behest  of  the  Congress,  the  agency  developed  sweeping  new  regulations  that  were  implemented 
last  year  and  that  radically  improve  the  program  for  the  future    More  stringent  licensing 
standards,  more  frequent  examinations,  higher  capitalization  levels,  stronger  SBIC  and  SSBIC 
management,  all  these  were  a  part  of  the  new  regulations    They  are  strong  and  will  help  protect 
against  future  losses,  and  we  are  glad  they  have  been  implemented 

The  Congress  also  legislated  a  new  program  with  a  great  deal  of  advice  from  outside 
investment  professionals,  a  participating  security  program,  which  unlike  the  debenture  ftinding 
technique,  lets  the  SBA  share  in  the  potential  upside  gain  on  these  deals  rather  than  just  covering 
the  downside  risk    Again,  this  was  a  major  improvement  that  will  benefit  the  small  business 
community,  the  SBIC  industry,  and  the  taxpayer  in  the  fiiture 

However,  a  large  problem  still  looms  and  the  potential  risk  to  the  government  is  great. 
This  problem  centers  around  SBA's  portfolio  of  SBICs  and  SSBlCs  which  continue  to  operate 
under  the  old  rules  or  which  were  licensed  under  the  old  rules  and  are  failed  or  failing  even  as  we 
speak 
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We  will  hear  of  potential  losses  of  almost  three-quarters  of  a  billion  dollars  because  of  a 
simple  lack  of  communication  between  those  who  audit  these  companies  and  those  who  manage 
them    We  will  hear  stories  of  SBICs  and  SSBICs  which  were  identified  as  having  regulator,- 
violations  year  after  year  without  any  enforcement  to  fix  the  violations  and  yet  they  continued  to 
get  SBA  money  and  eventually  failed,  leaving  the  SBA,  and  in  the  end  the  taxpayer,  holding  the 
bag 

The  GAOs  Office  of  Special  Investigation  looked  into  the  matter  of  CMS,  the  Little  Rock 
based  SSBIC  that  has  become  so  notorious  in  recent  months,  at  the  behest  of  the  Ranking 
Member  of  the  Committee,  John  LaFalce    GAO's  report  issued  in  March  of  1994  troubled  us  all 
greatly    At  the  end  of  last  year,  I  asked  the  GAO  to  investigate  participants  in  the  program  to  see 
if  CMS's  problems  were  unique  or  if  they  signaled  a  pattern  of  flawed  oversight 

In  addition,  I  asked  the  program  group  at  GAO  to  conduct  a  program  review  of  SBA's 
management  of  SBICs  and  SSBICs  in  liquidation  since  this  is  where  the  losses  occur    We  will 
hear  their  findings  today  and  their  suggestions  for  much  needed  improvement  in  SBA's 
management  of  these  programs 

We  clearly  have  a  lot  of  work  ahead  of  us  and  our  hearing  this  morning  is  but  the  first 
step  I  pledged  vigorous  oversight  of  the  programs  under  this  committee's  jurisdiction  when  I 
assumed  its  leadership,  and  I  intend  to  fulfill  that  pledge,  both  to  Congress  and  the  taxpayers 
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STATEMENT  OF  THE  HONORABLE  KWEISI  MFUME 

ON  THE  SMALL  BUSINESS  ADMINISTRATION'S 

VENTURE  CAPITAL  PROGRAMS 

September  28,  1995 


Thank  you,  Madam  Chair,  for  holding  this  hearing  on  the  General 
Accounting  Office's  report  on  problems  associated  with  the  SBA's  Small 
Business  Investment  Company  Program  and  the  Specialized  Small  Business 
Investment  Company  Program  (SBIC  and  SSBIC,  respectively). 

In  reading  the  testimony  of  the  GAO  as  to  the  problems  found  within  the 
SBIC  and  SSBIC  programs,  I  will  admit  to  being  disgusted  by  the  wide-spread 
abuse  the  agency  found.  At  a  time  when  venture  capital  is  so  scarce,  and 
federal  dollars  in  such  demand,  it  is  painful  to  hear  of  numerous  instances  in 
which  the  federal  government  loses  millions.  It  is  also  distressing  to  hear  of 
these  abuses  when  we  reflect  on  the  fact  that  every  dollar  that  is  misused  is 
one  less  dollar  that  can  go  to  a  legitimate  small  business  man  or  woman. 
Perhaps  most  disturbing,  though,  is  the  fact  that  the  problems  identified  by  the 
GAO  will,  obviously,  reflect  poorly  on  the  SBIC  and  SSBIC  programs,  and 
perhaps  the  SBA  overall. 

So  let  me  take  this  opportunity  to  reiterate  my  strong  support  for  the 
SBIC  and  SSBIC  programs.  According  to  the  SBA,  the  SBIC  and  SSBIC 
programs  have,  over  the  last  35  years,  provided  $12  billion  in  financing  to 
75,000  small  businesses  nation-wide.  It  is  because  of  my  support  for  these 
programs  that  I  am  especially  interested  in  Ms.  England-Joseph's 
recommendations  for  how  the  SBA  can  improve  its  oversight  over  the  SBIC  and 
SSBIC  programs  and  ultimately  reduce  federal  losses.  I  am  also  interested  in 
learning  how  the  reforms  that  the  SBA  has  initiated  to  date  have  worked  and 
how  they  may  be  improved. 

Lastly,  let  me  say  that  I  am  especially  troubled  by  the  fact  that  one  of  the 
abuses  identified  by  the  GAO  was  the  practice  by  some  SSBICs  to  loan  money 
to  people  and  companies  that  did  not  qualify  as  economically  or  socially 
disadvantaged.  The  need  for  capital  among  disadvantaged  businesses  is  even 
more  acute,  if  it  is  possible,  than  the  need  among  small  businesses.  It  is  for 
this  reason  that  I  have  been  and  will  continue  to  be  a  strong  supporter  of  the 
SSBIC  program.  I  look  forward  to  working  with  you.  Madam  Chair,  to  purge 
the  program  of  the  abuses  identified  by  the  GAO. 
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Madam  Chair  and  Members  of  the  Cominiccee: 

We  are  pleased  to  be  here  today  to  participate  in  your  hearing 
on  the  Small  Business  Administration's  (SBA)  Small  Business 
Investment  Company  (SBIC)  and  Specialized  Small  Business  Investment 
Company  (SSBIC)  programs.   Licensed  and  regulated  by  SBA,  these 
privately  owned  and  managed  investment  f irms--currently  numbering 
187  active  SBICs  and  90  active  SSBICs--provide  funding  to  small 
businesses  through  loans  and  equity  investments.   SBICs  and  SSBICs 
use  their  own  funds  and  funds  obtained  by  borrowing  at  favorable 
rates  with  an  SBA  guarantee  and/or  by  selling  preferred  stock  to 
SBA.   According  to  SBA,  over  the  past  35  years,  the  SBIC  and  SSBIC 
programs  have  provided  approximately  $12  billion  in  financing  to 
75,000  small  businesses. 

With  me  today  is  the  Deputy  Director  of  GAO ' s  Office  of 
Special  Investigations  who  will  testify  on  the  results  of  an 
investigation  requested  by  you  and  the  Ranking  Minority  Member  into 
prohibited  practices  and  regulatory  improprieties  by  SBICs  and 
SSBICs.'' 

In  testimony  and  reports  for  the  Committee  earlier  this  year, 
we  reported  that  SBA  had  successfully  increased  the  frequency  of 
Its  examinations  of  SBICs'  and  SSBICs'  performance--its  primary 
oversight  tool--from  every  22  months  to  every  14  months,  on 
average,  and  that  under  recently  revised  licensing  procedures,  new 
SBICs  were  more  experienced  and  better  capitalized.   We  also 
provided  information  on  projected  losses  to  the  government  from 
SBICs  and  SSBICs  that  are  currently  in  liquidation  and  on  SSBICs 
that  repurchased  stock  under  SBA ' s  Three  Percent  Preferred  Stock 
Repurchase  Program. 


'Small  Business  Administration:  Prohibited  Practices  and  Inadequate 
Oversight  in  SBIC  and  SSBIC  Programs  (GAO/T-OSI-95-16 ,  Sept.  28, 
1995)  . 
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At  your  request,  this  testimony  today  will  focus  on  (1)  SBA's 
actions  and  initiatives  taken  to  improve  the  recovery  of  federal 
funds  from  liquidations  of  SBICs  and  SSBICs,  (2)  weaknesses  in 
SBA's  oversight  and  management  that  continue  to  contribute  to 
liquidation  losses,  (3)  SBA's  implementation  of  the  stock 
repurchase  program,  and  (4)  the  placement  of  the  examination 
function.   This  testimony  summarizes  our  past  reports  and 
testimonies  for  you  and  others. (See  list  of  related  GAO  products  m 
app .  I.)   Today's  testimony  also  completes  the  work  we  presently 
have  underway  for  you,  including  a  review  of  the  3  6  SBICs  and 
SSBICs  that  entered  liquidation  since  January  1993.   On  the  basis 
of  this  cumulative  body  of  work,  we  are  making  a  number  of 
recommendations  to  the  Administrator,  SBA,  and  offer  a  matter  for 
congressional  consideration.   We  met  with  SBA's  Acting  Associate 
Deputy  Administrator  for  Economic  Development,  her  deputy,  the 
Acting  Associate  Administrator  for  the  Investment  Division,  and 
other  SBA  officials  to  discuss  the  information  in  a  draft  of  this 
statement .   The  officials  declined  to  provide  comments  on  our 
statement  or  recommendations  at  this  time. 

In  summary,  our  work  has  shown  that  while  SBA  has  taken 
actions  that  should  help  reduce  losses  when  firms  fail,  weaknesses 
in  SBA's  management  and  oversight  of  the  programs  continue  to  place 
SBA's  funds  at  risk.   Also,  the  stock  repurchase  program  has 
benefitted  healthy  firms  at  a  substantial  cost  to  the  government. 
Specifically,  we  found  the  following: 

--  Recent  SBA  actions  and  legislative  changes  should  help 

reduce  future  program  losses.   For  example,  firms  licensed 
since  1994  must  demonstrate  experience  in  areas  in  which 
they  plan  to  invest  and  have  substantially  more  private 
capital;  failed  SBICs  and  SSBICs  may  no  longer  declare 
bankruptcy;  and,  unless  approved  by  SBA,  SBICs  and  SSBICs 
may  no  longer  subordinate  SBA's  position  as  a  creditor. 
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Weaknesses  in  SBA's  oversight  and  management  continue 
to  place  federal  funds  at  risk.   Periodic  examinations 
identify  violations  that  often  go  uncorrected  from  one 
examination  cycle  to  the  next.   SBA's  policy  of 
allowing  extensive  time  to  rehabilitate  financially 
troubled  firms--the  average  time  to  move  such  firms 
into  liquidation  is  16  months--may  actually  diminish 
recoveries  because  it  gives  firms  additional  time  to 
sell  off  assets.   Data  on  the  value  of  assets  that  SEA 
uses  to  identify  financially  troubled  firms  for 
liquidation  are  often  overstated,  triggering 
liquidations  too  late  and  limiting  SBA's  ability  to 
recover  federal  funds.   SBA  expects  to  ultimately  lose 
$304.4  million  from  the  189  firms  currently  in 
liquidation.   SB.A  does  not  have  a  strategy  to  target 
oversight  efforts  or  ensure  more  accurate  asset 
valuation . 

Twenty-one  SSBICs  have  completed  a  stock  repurchase;  47 
more  firms  are  potentially  eligible.   For  the  21  firms,  SB.^ 
received  $17.7  million  for  its  investment  of  $50.3  million, 
and  it  forgave  or  allowed  to  be  amortized  (written  off) 
$15.3  million  in  unpaid  dividends  owed  to  SBA.   This  return 
of  about  27  cents  on  the  dollar  is  well  below  the  52  cents 
on  the  dollar  that  SBA  expects  to  average  in  liquidation 
recoveries.   Most  of  the  firms  that  benefitted  were 
financially  healthy;  several  received  subsequent  SBA 
financing . 

Although  we  found  no  indication  of  efforts  to  restrict  or 
influence  examinations,  the  organizational  placement  of  the 
examination  function--in  the  office  that  also  manages  the 
program--may  impede  the  office's  independence  and  its 
ability  to  rigorously  pursue  corrective  actions. 
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BACKGROUND 

The  SBIC  and  SSBIC  programs  are  administered  by  SBA's 
Investment  Division,  which  includes  the  Offices  of  Licensing, 
Operations,  Examinations,  and  Liquidation.   The  Office  of  Licensing 
is  responsible  for  screening  and  licensing  applicants  for  entry 
into  the  programs.   The  Office  of  Operations  monitors,  regulates, 
and  provides  operational  assistance  to  the  licensees.   Its  analysts 
are  responsible  for  identifying  regulatory  or  financial  violations 
and  overseeing  corrective  actions.   The  analysts  use  the  licensee's 
annual  audited  financial  statement,  financing  reports  that  identify 
the  characteristics  of  investments  made  by  each  licensee,  and  the 
results  of  periodic  onsite  examinations  of  licensees  conducted  by 
the  Office  of  Examinations.   Analysts  also  initiate  actions  to  move 
failing  firms  into  l;5uidation  when  (1)  their  losses,  in  comparison 
to  their  private  capital,  exceed  an  acceptable  level  (capital 
impairment);  (2)  they  default  on  their  agreement  to  repay  funds 
owed  to  SBA;  or  (3)  they  commit  regulatory  violations,  such  as 
making  ineligible  investments.   SBICs  and  SSBICs  that  voluntarily 
surrender  their  license  to  withdraw  from  the  program  are  also 
regarded  as  liquidations. 

The  Office  of  Liquidation  determines  which  method  of 
liquidation  is  more  advantageous  for  SBA  to  pursue  and  oversees 
that  process.   Methods  of  liquidation  include  receiverships, 
voluntary  settlement  agreements,  and  the  voluntary  transfer  of 
assets.   Receiverships  and  the  voluntary  transfer  of  assets  are  the 
only  methods  through  which  SBA  takes  control  of  the  operat  ion  of  a 
firm  and  gains  access  to  its  records.   Currently,  189  SBICs  and 
SSBICs  in  liquidation  owe  $50.1  million  to  SBA.   Of  the  189  firms, 
92  are  in  (or  pending)  receiverships,  50  have  (or  are  pending) 
voluntary  assignment  of  their  assets  to  SBA,  20  have  entered 
voluntary  settlement  agreements,  10  are  undergoing  bankruptcy 
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proceedings,-  and  17,  are  in  other  miscellaneous  stages  of  the 
liquidation  process. 

RECENT  SBA  ACTIOHS  AND  LEGISLATIVE  CHAMGES 
SHOULD  HELP  IMPROVE  RECOVERY  OF  FEDERAL  FUNDS 

In  our  March  1995  testimony  before  this  committee,'  we 
discussed  recent  procedural  and  legislative  changes  that  SBA 
believes  will  strengthen  the  SBIC  program  and  reduce  its  future 
losses.   In  April  1994,  SBA  initiated  new  licensing  procedures  that 
encourage  admission  to  the  program  of  more  highly  capitalized  and 
experienced  applicants.   According  to  SBA  officials,  the  minimum 
private  capital  required  m  prior  years  was  so  low  that  many  SBICs 
and  SSBICs  became  financially  impaired  and  eventually  had  to  be 
liquidated,  with  substantial  losses  to  SBA.   By  increasing  the 
minimum  amount  of  private  capital  required,  SBA  officials  predict 
that  newly  licensed  firms  will  have  greater  economic  viability;  if 
a  firm  does  undergo  liquidation,  less  SBA  funds  will  be  exposed  to 
risk.   The  55  SBICs  that  have  been  licensed  under  the  new  capital 
requirements  entered  the  program  with  an  average  of  approximately 
$15  million  in  private  capital.   In  comparison,  SBICs  licensed 
prior  to  fiscal  year  1994  averaged  $4.8  million  m  private  capital. 
No  SSBICs  have  been  licensed  since  the  new  requirements  were 
adopted. 

SBICs  licensed  since  1994  are  also  required  to  have  managers 
with  relevant  experience.   In  the  past,  poorly  managed  firms  often 
became  financially  impaired,  and  SBA  incurred  substantial  losses 
when  the  companies  were  liquidated.   SBA  believes  that  its  recent 
initiative  of  requiring  firms'  managers  to  have  a  demonstrated 


■Bankruptcy  was  removed  as  an  option  by  the  Bankruptcy  Amendments 

Act  of  1994. 

"'Small  Business  Administration:   Status  of  Small  Business 
Investment  Companies  (GAO/T-RCED-95-145 ,  Mar.  28,  1995). 
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level  of  experience  in  the  area(s)  that  they  plan  to  invest  in  will 
correct  this  problem. 

The  Congress  and  SBA  made  changes  to  the  program  that  were 
implemented  in  1994;  these  changes  should  help  decrease  losses  from 
future  liquidations.   The  Congress  eliminated  the  use  of  Chapter  11 
bankruptcy  as  an  option  for  failing  SBICs  and  SSBICs .   Before  that, 
SBA  was  unable  to  take  any  action  to  prevent  an  SBIC  or  SSBIC  from 
selling  off  its  assets  while  under  bankruptcy  protection.   .A  June 
1995  report  by  the  SBIC  Reinvention  Council  estimated  that  SBA  had 
lost  millions  as  a  result  of  asset  dissipation  by  firms  in 
bankruptcy  protection,  noting  that  SBA  was  powerless  to  act  when 
SBIC  owners  took  money  out  of  the  company  while  in  bankruptcy.'' 
SBA  can  now  place  companies  under  liquidation  without  fear  that 
they  will  declare  bankruptcy. 

Another  significant  change  to  the  program  occurred  when  SBA 
issued  regulations  limiting  the  amount  of  third-party  debt  that 
SBICs  and  SSBICs  may  incur  without  SBA's  approval.   Regulations  in 
effect  before  1994  allowed  a  licensee  to  use  its  collateral  to 
obtain  additional  funds  from  banks  or  other  private  sources  without 
SBA's  knowledge  or  approval--subordinating  the  debt  to  SBA.   Thus, 
if  a  firm  failed  and  had  to  be  liquidated,  SBA  was  required  to  use 
the  resulting  assets  to  pay  the  firm's  other  creditors--including 
the  newly  acquired  third-party  debt--before  SBA  could  recover  its 
money.   SBA's  position  as  creditor  was  often  weakened  by  events  it 
had  no  control  over  or  knowledge  of.   For  example,  after  it  placed 
one  SBIC  under  liquidation,  SBA  discovered  that  the  firm  had 
pledged  nearly  all  of  its  valuable  securities  (publicly  traded 
stocks)  as  collateral  for  a  $14  million  bank  loan  and  a  $3  million 
loan  from  one  of  its  owners.   Although  the  SBIC  owed  SBA  $21.1 
million,  and  the  SBIC  had  sufficient  assets  to  cover  that  debt. 


•"The  SBIC  Reinvention  Council  comprised  representatives  from  SBA, 
the  Congressional  Budget  Office,  and  consultants. 
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SBA's  position  as  a  creditor  was  subordinate  to  the  other  two 
loans . 

OVERSIGHT  AMD  I-L^J^AGEMEMT  WEAKNESSES 
CONTIMUE  TO  CONTRIBUTE  TO  SBA's  LOSSES 

SBA  does  not  have  a  risk-based  oversight  strategy  for 
targeting  its  limited  oversight  resources  to  the  areas  that  pose 
the  greatest  risk  of  losses  to  the  government .   Although  recent 
procedural  and  legislative  changes  may  reduce  the  number  of  new 
licensees  that  will  enter  liquidation  and  enhance  SBA's  ability  to 
recover  funds  owed  by  liquidated  SBICs  and  SSBICs,  weaknesses  in 
oversight  and  management  of  the  program  will  continue  to  place 
SBA's  investments  at  risk.   SBA  expects  to  ultimately  lose  $304.4 
million  on  firms  currently  in  liquidation.   We  found  the  following 
management  and  oversight  problems  in  our  review  of  the  3  6  firms 
that  have  entered  liquidation  since  January  1,  1993: 

--  Regulatory  violations  disclosed  by  SBA  examiners  are  not 
adequately  followed  up  and  resolved. 

--  SBA's  policy  of  rehabilitating  financially  troubled  SBICs 
and  SSBICs  hinders  SBA's  goal  of  maximizing  recoveries  from 
liquidated  companies. 

--  Data  used  by  SBA  to  monitor  the  financial  health  of  the 
licensees  are  not  adequate  to  alert  SBA  when  funding  is  at 
risk. 

Inadequate  Follow  Up  of 
Examination  Findings 
Increases  Liquidation  Losses 

SBA's  oversight  of  the  financial  performance  of  licensees 
entering  liquidation  is  still  hindered  by  inadequate  follow-up  of 
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regulatory  violations  reported  by  the  Office  of  Examinations.  As 
we  reported  in  our  March  28,  1995  testimony,  during  the  period  of 
February  28,  1994,  to  February  28,  1995,  SBA  examiners  identified 
136  violations  that  were  unresolved  from  the  previous  examination 
period.  SBA  had  completed  216  examinations  of  SBICs  and  SSBICs 
during  this  period.  The  136  unresolved  violations  were  identified 
in  79  of  these  examinations. 

The  36  liquidations  we  reviewed  included  14  firms  that  had  20 
unresolved  violations  from  previous  examination  cycles.   These 
violations  included  providing  financing  in  which  loan  proceeds  were 
used  to  pay  off  a  personal  debt,  the  failure  to  divest  of 
unauthorized  portfolio  financings  as  directed  by  SBA,  and  paying 
excessive  salaries  to  the  firms'  owners.   The  Office  of 
Examinations  is  not  authorized  to  ensure  that  examination  findings 
are  adequately  resolved.   The  responsibility  for  tracking  the 
resolution  of  examination  findings  rests,  instead,  with  the  Office 
of  Operations.   In  fact,  examiners  are  not  routinely  informed  of 
when  or  how  examination  findings  are  resolved. 

Violations  reported  by  the  Office  of  Examinations-- 
particularly  those  involving  the  financial  soundness  of  a  firm-- 
warrant  rigorous  follow  up  and  correction  to  protect  SBA's 
investment .   SBA  has  exercised  a  policy  of  giving  SBICs  and  SSBICs 
considerable  time  and  latitude  to  address  violations.   However, 
that  policy  has  resulted  in  losses  to  SBA.   Of  the  36  liquidating 
firms  we  reviewed,  24  had  been  cited  in  examinations  for  excessive 
financial  impairment.   For  some  of  the  firms,  the  impairment 
increased  substantially  by  the  time  the  firm  was  put  under 
liquidation.   For  example,  a  March  1991  examination  reported  10 
regulatory  violations  by  an  SBIC--3  of  which  were  unresolved  when 
the  next  examination  report  was  issued  in  May  1993.   That 
examination  report  also  disclosed  (1)  that  the  SBIC  had  committed 
violations  involving  self -dealing,  conflicts  of  interest,  the 
control  of  small  concerns,  and  the  cost  of  money  and  (2)  that  it 
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had  losses  well  m  excess  of  its  private  (non-SBA-provided)  capital 
and  assets.   Such  patterns  of  regulatory  violations  and  financial 
impairment,  left  uncorrected,  cannot  adequately  safeguard  SBA's 
investment  and  may  send  a  message  to  other  firms  that  SBA's 
requirements  are  not  important . 

Losses  Mav  Increase  If  Financially 
Troubled  Firms  Are  Not  Transferred 
Promptlv  to  Liquidation 

Despite  findings  in  a  March  1993  report  by  SBA's  Office  of 
Inspector  General  (OIG)  that  delays  in  transferring  financially 
troubled  firms  for  liquidation  reduce  the  potential  for  the 
recovery  of  federal  funds,  SBA  is  still  slow  in  making  these 
transfers.   Our  review  shows  that  it  takes  SBA  an  average  of  16 
months  to  initiate  liquidation  procedures  against  SBICs  and  SSBICs 
that  are  found  to  be  in  default  or  capitally  impaired.'   This  is  up 
from  the  15-month  average  at  the  time  of  the  OIG ' s  review.   We 
observed  that  SBA  will  often  repeatedly  extend  additional  time  for 
firms  to  improve  their  financial  condition.   In  some  instances, 
firms  submitted  plans  to  improve  their  condition  during  the  initial 
time  and  were  given  further  time  to  enact  the  plans;  others  delayed 
providing  the  requested  financial  information  or  requested  and  were 
granted  additional  time  to  correct  impairment. 

We  found  no  indication  that  SBA's  policy  of  affording 
financially  troubled  SBICs  and  SSBICs  every  opportunity  to  correct 
their  financial  problems  has  resulted  in  financial  improvements  to 
the  firms.   On  the  contrary,  this  policy  may  actually  diminish  the 
Office  of  Liquidation's  ability  to  maximize  recoveries.   For 


^SBA  defines  capital  impairment  as  the  ratio  of  the  cumulative 
actual  losses  (from  operations  and  investment  transactions)  and 
unrealized  losses  (from  decreases  in  the  value  of  securities)  to 
the  private  capital  invested  in  the  SBIC  or  SSBIC .   Anything  above 
100  percent  impairment  places  SBA  funds  at  risk. 
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example,  the  examination  report  on  one  SSBIC  that  we  reviewed 
revealed  that  the  company  was  capitally  impaired  by  about  79 
percent  as  of  November  1992.   The  report  acknowledged  that  SBA  was 
aware  of  the  problem  and  gave  the  company  until  March  31,  1993,  to 
correct  the  impairment .   The  problems  were  not  corrected,  but  the 
company  was  not  transferred  into  liquidation  until  April  1994.   By 
then,  the  company's  cumulative  losses  had  almost  equaled  its  total 
capital  investment. 

SBA  explained  in  its  response  to  the  OIG  report  that  it  had 
established  a  "watch  list"  of  SBICs  and  SSBICs  experiencing 
financial  difficulty  as  part  of  its  efforts  to  closely  monitor 
their  activities  and  assist  m  timely  transfers  to  the  Office  of 
Liquidation  when  warranted.   Our  review  included  32  companies  that 
were  previously  on  the  watch  list;  all  were  eventually  placed  under 
liquidation.   On  the  basis  of  available  data,  we  determined  that  24 
companies  whose  impairment  averaged  81.5  percent  when  first 
identified  experienced  increased  impairment  to  an  average  of  125 
percent  by  the  time  the  companies  were  transferred  to  liquidations. 
One  company  that  owed  SBA  over  $25  million  reported  that  it  was  68- 
percent  financially  impaired  in  its  financial  statement  to  SBA  for 
the  year  ending  December  31,  1991.   An  examination  report  for  the 
period  ending  December  31,  1992,  found  the  company  to  be  117- 
percent  impaired.   The  company  was  placed  under  liquidation  in  May 
1993;  over  $4  million  of  SBA's  funding  is  now  at  risk.   Timely 
intervention  might  have  prevented  this  risk. 

Overstated  Asset  Valuation 

Is  a  Serious  and  Costly  Problem 

That  Oversight  Does  Not  Address 

SBA's  procedures  to  identify  financially  troubled  SBICS  and 
SSBICs  before  federal  funds  are  exposed  is  not  working  because  the 
data  that  SBA  relies  on--asset  valuation  data  provided  by  the  SBICs 
and  SSBICs--are  often  overstated.   According  to  SBA  officials,  the 
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true  values  may  not  be  known  until  firms  enter  liquidation.   SBA 
knows  that  its  oversight  cannot  identify  how  often  this  is 
occurring.   This  is  a  significant  impediment  because  asset 
valuation  is  used  for  several  purposes  and  there  is  incentive  for 
firms  to  report  a  favorable  valuation  and,  in  fact,  disincentives 
to  report  deteriorating  asset  values.   As  assets  increase  in  value, 
SBA  views  a  firm  as  more  creditworthy.   As  assets  decrease,  a  firm 
can  be  forced  out  of  business  through  liquidation.   By  relying  on 
data  that  SBA  knows  are  often  overstated,  SBA  moves  firms  into 
liquidation  too  late,  and  recoveries  are  less  than  they  might 
otherwise  have  been. 

SBA  officials  told  us  that  when  13  of  the  36  firms  we  reviewed 
were  placed  in  liquidation,  SBA  discovered  that  each  had  overstated 
the  value  of  its  assets.   For  example,  one  SSBIC  that  had  received 
$550,000  in  SBA  funding  had  reported  an  impairment  level  of  less 
than  3  percent.   However,  after  entering  liquidation,  SBA 
discovered  that  the  company  was  actually  140  percent  impaired- - 
placing  $220,000  of  SBA ■ s  funds  at  risk.   According  to  an  SBA 
official,  the  owner  of  this  company  kept  two  sets  of  records--one 
showing  the  true  value  of  the  assets  and  one  with  overstated 
values.   In  another  instance,  an  SSBIC ' s  investment  portfolio  was 
reported  to  be  valued  at  over  $3  million  on  its  annual  financial 
statement  submitted  to  SBA  in  1991.   No  annual  reports  were 
submitted  after  that  date.   When  the  firm  entered  liquidation  in 
May  1993,  SBA  staff  found  that  assets  were  only  valued  at  about 
S600, 000. 

SEA'S  examinations --which  average  about  once  every  14  months -- 
may  include  a  visit  to  one  or  two  small  businesses  m  an  SBIC ' s  or 
SSBIC's  investment  portfolio.   However,  over  10,000  small 
businesses  currently  have  loans  or  investments  from  an  SBIC  or 
SSBIC.   The  examination  visit  may  be  the  only  opportunity  that  SBA 
has  to  observe  an  investment,  and  the  examination  would  not  include 
assessing  the  value  of  the  small  business 's  assets. 
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Prompted  by  a  recent  congressional  reporting  requirements,  SBA 
has  developed  a  database  of  all  licensees'  small  business 
investments,  including  the  names,  addresses,  amount  invested,  and 
current  value  of  investment  as  reported  by  the  SBIC  or  SSBIC. 
However,  SBA  does  not  have  a  system  in  place  that  will  help  it 
routinely  analyze  the  new  database  to  identify  or  detect  investment 
problems.   For  example,  analysis  of  the  database  could  identify 

--  inconsistencies  in  the  valuation  of  small  businesses  that 
have  loans  from  more  than  one  SBIC  or  SSBIC, 

--  patterns  in  valuation  by  type  and  amount  of  small  business 
investments , 

--  deviations  in  valuation  by  type  and  amount  of  small 
business  investments,  and 

--  duplications  by  names  of  owners  or  addresses  where  the  same 
collateral  may  be  used. 

According  to  the  Acting  Director  of  Liquidation,  the  database 
has  the  potential  to  facilitate  SBA's  oversight  of  the  firms'  asset 
valuations.   He  believes  that  a  data  system  could  be  designed  to 
detect  those  types  of  inconsistencies,  duplications,  and  other 
indicators,  or  "red  flags,"  of  potential  problems.   While  the 
Acting  Director  believes  that  this  should  be  done  and  hopes  to  do 
this,  no  time  frames  have  been  set  for  implementing  the  data 
controls  and  designing  such  a  system. 

COSTLY  STOCK  REPURCHASE  PROGRAM 
HAS  HAD  LIMITED  BENEFIT 

In  November  1989,  the  Congress  authorized  SBA  to  allow  SSBICs 
to  repurchase  their  outstanding  3-percent  dividend-bearing 
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preferred  stock  held  by  SBA."   In  1992,  when  SBA  announced  a  pilot 
repurchase  program,  it  stated  that  the  primary  purpose  of  the 
program  was  to  maximize  the  capacity  of  SSBICs  to  provide  financing 
to  businesses  owned  by  persons  whose  participation  in  the  free 
enterprise  system  is  hampered  by  social  or  economic  disadvantage. 
SBA  further  stated  that  its  policy  was  to  execute  the  program  (1) 
without  providing  windfall  opportunities  to  SSBICs,  their 
management,  or  owners  and  (2)  without  encouraging  the  transfer  of 
cash  from  SSBICs  into  SBA  to  the  detriment  of  the  program's 
effectiveness  and  liquidity.   Nine  SSBICs  participated  in  the 
pilot;  six  completed  a  repurchase.   Discussion  by  the  committee 
that  SBA  established  to  evaluate  the  pilot  focused  on  two  major 
issues:   (1)  whether  to  offer  the  program  only  to  financially 
distressed  SSBICs  as  part  of  a  restructuring  plan  and  (2)  whether 
to  repurchase  all  stock  at  a  35-percent  discount.   No  evaluation 
was  prepared  by  the  committee,  and  in  April  1994  SBA  implemented 
the  current  Three  Percent  Preferred  Stock  Repurchase  Program. 
Under  the  program,  all  eligible  SSBICs  can  repurchase  their  stock 
at  35  percent  of  the  price  that  SBA  paid;  distressed  firms  are 
forgiven  any  unpaid  accrued  dividends,  and  nondistressed  firms  are 
allowed  to  fully  amortize  (write  off)  the  dividends  over  a  5-year 
period . 

Last  month,  we  reported  to  you  that  21  SSBICs  had  completed  a 
repurchase.   Together,  they  paid  SBA  $17.7  million  to  buy  back 
stock  that  the  agency  had  earlier  purchased  for  $50.3  million.^ 
SBA  also  forgave  or  allowed  to  be  amortized  $15.3  million  m 


'■'In  1972,  the  Congress  authorized  SBA  to  purchase  3-percent 
preferred  stock  from  SSBICs  at  par  value  with  no  mandatory 
redemption  requirement.   The  SSBICs  were  not  required  to  pay  SBA 
accrued  dividends  on  this  stock,  although  distribution  to  other 
shareholders  cannot  be  made  until  those  dividends  are  paid.   On 
Nov.  21,  1989,  P.L.  101-162  authorized  SBA  to  establish  a 
repurchase  program. 

"Small  Business:   SBA's  Preferred  Stock  Repurchase  Program 
(GAO/RCED-96-249FS,  Aug.  18,  1995)  . 
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accrued  unpaid  dividends  owed  to  it  in  connection  with  the  stock. 
SBA's  return  on  the  total  debt  owed  it  by  those  21  firms  was  27 
cents  on  the  dollar--well  below  the  52-percent  return  on  the  dollar 
that  SBA  expects  to  average  m  liquidation  recoveries. 

An  additional  46  SSBICs  have  3 -percent  preferred  stock 
outstanding  and  may  be  eligible  to  participate  m  the  program.   If 
all  46  completed  a  repurchase,  SBA  would  receive  S31  million  for 
stock  it  purchased  earlier  for  $88  million;  it  would  waive/amortize 
an  estimated  $22  million  in  accrued  unpaid  dividends.   In  total, 
SBA  would  release  about  $176  million  of  indebtedness  for  about  $49 
million . 

Our  review  of  the  21  SSBICs  that  have  completed  a  repurchase 
found  the  following: 

--  The  program  has  primarily  benefitted  financially  viable 
SSBICs.   Fourteen  of  the  21  SSBICs  that  completed  a 
repurchase  were  considered  nondistressed  by  SBA  and  had 
capital  impairment  below  10  percent.   In  fact,  12  of  the 
SSBICs  had  no  impairment.   One  had  less  than  1  percent 
impairment,  and  one  was  impaired  by  just  under  10  percent. 

--  The  amount  of  new  capital  these  SSBICs  raised  above  the 
amounts  necessary  to  pay  for  the  repurchase  has  been  very 
limited.   However,  many  only  recently  completed  the 
repurchase. 

--  SBA's  policy  of  amortizing  the  dividends  for  healthy  SSBICs 
is  costly  to  the  government  and  inequitable,  since  some  of 
the  SSBICs  had  paid  dividends  on  the  preferred  stock.   At 
least  one  SSBIC  had  paid  all  its  dividends,  and  three  had 
paid  some  of  their  accrued  dividends  prior  to  the 
repurchase.   We  could  not  determine  whether,  or  in  what 
amount,  other  SSBICs  have  paid  dividends  because  SBA  was 
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unable  to  provide  us  with  data  on  dividends  in  time  for 
this  hearing. 

--  3BA  has  engaged  m  activities  that  appear  contrary  to  the 
program's  primary  purpose  of  strengthening  SSBICs ' 
financial  condition  to  infuse  additional  capital  for 
investment  in  small  businesses.   One  SSBIC  borrowed  all 
Lunds  for  the  repurchase  from  SEA.   .Another  borrowed  some 
of  the  necessary  funds.   Two  firms  borrowed  all  or  part  of 
the  financing  from  a  third  party.   Subsequent  to  completing 
the  3-percent  stock  repurchase,  SBA  purchased  4-percent 
dividend-bearing  preferred  stock  from  six  SSBICs  and 
provided  new  financing  to  two  others . 

THE  ORGANIZATIONAL  PLACEMENT  OF 
EXAMINATIONS  l^AY    IMPEDE  INDEPENDENCE 

The  E.xaminat ions  Office  was  created  in  1992,  when  the  Congress 
transferred  responsibility  for  periodic  examinations  of  SBICs  and 
SSBICs  from  the  OIG  to  the  Investment  Division.   As  reported 
earlier  this  year,  we  found  no  indication  of  efforts  to  restrict  or 
influence  examinations.   Nonetheless,  the  current  organizational 
placement  of  the  Office  of  Examinations  within  the  Investment 
Division,  with  all  examiners  responsible  to  the  Associate 
Administrator  for  Investment,  may  create  questions  about  the 
office's  independence. 

The  Associate  Administrator  for  Investment  is  also  responsible 
for  all  other  aspects  of  the  SBIC  and  SSBIC  programs,  including 
licensing  and  monitoring.   As  head  of  the  division  that  administers 
the  SBIC  and  SSBIC  programs,  the  Associate  Administrator  is  the 
advocate  for  the  program--internally  to  SBA  and  externally  to  the 
small  business  and  investment  communities.   Because  the  ultimate 
responsibility  for  ensuring  that  e.xamination  findings  are 
adequately  resolved  rests  with  the  Associate  Administrator  for 
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Investment,  this  arrangement  may  not  be  the  most  appropriate  to 
ensure  that  examinations  are  conducted  in  an  independent 

environment . 

CONCLUSIONS 

Although  recent  SBA  actions  and  legislative  changes  are  steps 
in  the  right  direction,  oversight  and  management  weaknesses 
continue  to  plague  the  SBIC  and  SSBIC  programs.   Corrective  actions 
on  examination  findings  are  not  pursued  rigorously,  financially 
troubled  firms  are  not  transferred  to  liquidation  quickly,  and 
overstated  asset  valuations  are  not  detected  in  a  timely  manner. 
We  believe  these  weaknesses  result  in  losses  to  the  government  that 
could  have  been  avoided.   Also,  given  today's  tight  budget  climate, 
we  question  whether  the  stock  repurchase  program  is  the  best  use  of 
federal  funds  to  help  small  businesses.   Finally,  although  we  have 
seen  no  indications  of  efforts  to  restrict  or  influence 
examinations,  we  believe  that  the  organizational  placement  of  the 
Office  of  Examinations  in  the  same  Division  that  is  responsible  for 
promoting  the  program  leaves  it  vulnerable  to  questions  about  its 
independence--especially  in  light  of  the  problems  we  have  described 
today . 

RECOMMENDATIONS  TO  THE  SMALL  BUSINESS  ADMINISTRATION 

To  ensure  rigorous  pursuit  of  corrective  actions,  improve 
oversight  of  SBICs  and  SSBICs,  and  minimize  the  loss  of  SBA's 
investment,  we  recommend  that  the  Administrator,  SBA,  direct  the 
Associate  Administrator  for  Investment  to 

--  develop  an  overall  strategy  to  better  target  oversight 
resources  on  SBICs  and  SSBICs  that  commit  repeated  or 
egregious  violations  and  on  those  investments  that  pose  the 
greatest  risk  of  loss  to  the  government.   This  strategy 
should  include  a  risk-based  assessment  of  SBA's  investments 
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and,  at  a  minimum,  specify  (1)  time  frames  for  SBICs  and 
SSBICs  to  correct  financial  and  regulatory  violations,  (2) 
actions  that  will  be  taken  if  violations  are  not  corrected, 
and  (3)  procedures  for  promptly  placing  severely  impaired 
firms  under  liquidation  and 

--  give  the  Office  of  Examinations  responsibility  for  tracking 
actions  taken  to  correct  problems  identified  during 
examinations  of  SBICs  and  SSBICs. 

Because  asset  valuation  data  will  be  a  critical  component  for 
a  risk-based  assessment  of  SBA's  potential  exposure  from  its 
investments  in  SBICs  and  SSBICs,  we  recommend  that  the 
Administrator,  SBA,  direct  the  Associate  Administrator  for 
Investment  to  expedite  the  design  and  implementation  of  a  system 
that  will  help  them  routinely  analyze  the  asset  valuations  in  the 
recently  developed  licensee  investment  database  to  detect  problems 
of  potential  asset  overvaluation,  such  as 

--  inconsistencies  in  the  valuation  of  small  businesses  that 
have  loans  from  more  than  one  SBIC  or  SSBIC, 

--  patterns  in  valuation  by  type  and  amount  of  small  business 
investments, 

--  deviations  in  valuation  by  type  and  amount  of  small 
business  investments,  and 

--  duplications  by  names  of  owners  or  addresses  where  the  same 
collateral  may  be  used. 

In  addition,  we  recommend  that  the  Administrator,  SBA, 
postpone  further  repurchases  under  the  Three  Percent  Preferred 
Stock  Repurchase  Program  until  (1)  a  review  of  the  program, 
including  an  evaluation  of  costs  and  benefits,  is  completed  to 
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determine  whether  this  is  the  best  use  of  federal  funds  to  help 
small  businesses  and  (2)  the  findings  are  reported  to  the  House  and 
Senate  Small  Business  Committees. 

MATTER  FOR  COMGRESSIOHAL  CONSIDERATION 

To  ensure  the  independence  of  examinations  and  avoid  potential 
conflicts-of -interest  in  resolving  disputed  examination  findings, 
the  Congress  may  want  to  consider  directing  the  Administrator,  SBA, 
to  move  the  Office  of  Examinations  out  of  the  Investment  Division 
and  have  it  report  to  the  Associate  Deputy  Administrator  for 
Economic  Development. 


Madam  Chair,  this  completes  our  prepared  statement.   We  would 
be  pleased  to  respond  to  any  questions  that  you  or  Members  of  the 
Committee  may  have. 


20-066  0-96-3 
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APPENDIX  I  APPENDIX  I 

RELATED  GAG  PRODUCTS 

Small  Business:   SBA's  Preferred  Stock  Repurchase  Program 
(GAO/RCED-95-249FS,  Aug.  18,  1995)  . 

Small  Business  Administration:   Inadequate  Oversight  of  Capital 
Management  Services,  Inc. --an  SSBIC  (GAO/T-OSI-95-19 ,  Aug.  7, 

1995/  . 

Small  Business:   Information  on  SBA's  Small  Business  Investment 
Company  Programs  (GAO/RCED-95-146FS,  May  12,  1995). 

Small  Business  Administration:   Status  of  Small  Business  Investment 
Companies  (GAO/T-RCED-95-145,  Mar.  28,  1995)  . 

Small  Business  Administration:   Inadequate  Documentation  of 
Eligibility  of  Businesses  Receiving  SSBIC  Financing   (GAO/RCED-94- 
182,  Apr.  26,  1994)  . 

Small  Business  Administration:   Inadeauate  Oversight  of  Capital 
Management  Services.  Inc. --an  SSBIC  {GAO/OSI-94-23 ,  Mar.  21,  1994). 

Small  Business:   Financial  Health  of  Small  Business  Investment 
Companies  (GAO/RCED-93-51 ,  May  5,  1993). 
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GAO 


United  States 

General  Accounting  Office 

Washington,  D.C.  20548 


Resources,  Community,  and 
Economic  Development  Division 


August    18,     1995 


The  Honorable  Jan  Mey.ers 

Chair,  Committee  on  Small  Business 

House  of  Representatives 

Dear  Madam  Chair: 

The  Small  Business  Administration  (SBA)  formerly  provided 
investment  capital  to  Specialized  Small  Business  Investment 
Companies  (SSBIC)  by,  among  other  means,  purchasing  their 
3-percent  preferred  stock.'   In  November  1989,  the  Congress 
authorized  SBA  to  permit  SSBICs  to  repurchase  that  stock; 
the  terms,  conditions,  and  price  were  to  be  determined  by 
SBA.   Following  a  pilot  program,  in  April  1994  SBA 
implemented  the  Three  Percent  Preferred  Stock  Repurchase 
Program  allowing  SSBICs  to  buy  back  their  stock  at  3  5 
percent  of  the  price  paid  by  SBA.   Accrued  unpaid  dividends 
were  either  forgiven  or  allowed  to  be  fully  amortized 
(written  off)  over  a  5-year  period.   In  May  1995,  we 
reported  to  you  that  17  SSBICs  had  repurchased  their  stock 
under  the  program.^   Since  that  report,  an  additional  4  of 
the  current  90  SSBICs  have  repurchased  their  stock. 

You  subsequently  asked  us  to  provide  information  on  each 
SSBIC  participating  in  the  stock  repurchase  program, 
including  (1)  the  repurchase  price  paid,  unpaid  dividends 
forgiven  or  allowed  to  be  amortized,  and  method  used  to 
finance  the  repurchase;  (2)  the  company's  private  capital, 
SBA  financing,  and  capital  impairment  at  the  time  of  the 


'Up  until  November  1989,  SBA  could  provide  funding  to 
SSBICs  by  purchasing  preferred  stock  carrying  a  3 -percent 
annual  dividend  (generally  referred  to  as  3 -percent 
preferred  stock) . 

^Small  Business:   Information  on  SBA's  Small  Business 
Investment  Company  Programs  (GAO/RCED-95-146FS,  May  12, 
1995)  . 


65 


B-262173 

stock  repurchase;'  and  (3)  the  company's  investments  in 
small  businesses  over  the  last  5  years  and  the  value  of  the 
investment  portfolio  at  the  time  of  the  company's  most 
recent  report  to  SBA .   We  are  providing  under  separate 
cover  and  summarizing  herein  certain  detailed  information 
that  SBA  regards  as  proprietary,  such  as  the  value  of  each 
SSBIC's  investment  portfolio. 

In  summary,  we  found  the  following: 

•  The  21  SSBICs  paid  SBA  $17.7  million  to  buy  back  stock 
that  the  agency  had  earlier  purchased  for  $50.3  million. 
SBA  forgave  or  allowed  to  be  amortized  $15.3  million  in 
accrued  unpaid  dividends  owed  to  it  in  connection  with 
the  stock.   Of  the  21  SSBICs,  19  repurchased  with  cash,  1 
used  a  note  to  SBA  to  pay  for  the  stock,  and  1  used  a 
combination  of  cash  and  a  note  to  SBA. 

•  The  private  capital  of  all  21  SSBICs  increased  from  the 
date  of  licensing  to  the  time  of  the  stock  repurchase. 
Thirteen  of  the  SSBICs  had  private  capital  ranging  from 
$1  million  to  $2  million  at  the  time  they  repurchased 
their  stock.   The  SSBICs'  SBA  financing  at  the  time  of 
the  repurchase  ranged  from  $700,000  to  $10  million; 
currently,  seven  SSBICs  have  no  SBA  financing 
outstanding.   Seven  SSBICs  received  additional  SBA 
financing  after  the  repurchase.   Seven  of  the  21  SSBICs 
had  a  capital  impairment  greater  than  10  percent  at  the 
time  of  the  repurchase. 

•  During  the  5-year  per iod--f iscal  years  1990  through  1994 
--the  21  SSBICs  provided  1,242  financings  to  small 
businesses  totaling  $116  million;  9  of  the  SSBICs  had 
fewer  than  10  new  financings  in  each  of  the  5  years  .   As 
of  March  31,  1995,  the  SSBICs'  total  investment 
portfolios  were  valued  at  $117  million,  covering 
investments  in  approximately  830  small  businesses. 

Section  1  of  this  report  presents  data  on  the  SSBICs' 
participation  in  the  program,  including  the  repurchase 
terms  and  financing,  capitalization,  and  investments. 


'Capital  impairment,  as  defined  by  SBA  for  the  repurchase 
program,  is  the  ratio  of  the  cumulative  actual  losses  (from 
operations  and  investment  transactions)  and  unrealized 
losses  (from  decreases  in  the  value  of  securities)  to  the 
capital  invested  in  the  SSBIC . 
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The  information  presented  in  this  report  covers  the  21 
SSBICs  that  had  completed  their  stock  repurchase  under  the 
program  as  of  May  31,  1995.   The  information  came  from 
interviews  with  SBA  officials  and  from  SEA  data  sources 
containing  the  most  recent  information  reported  by  the 
SSBICs  as  of  May  31,  1995.   The  data  sources  included 
databases  on  licensing,  capitalization,  and  investment 
information  as  well  as  the  agency's  files  on  each  SSBIC. 
We  did  not  verify  the  accuracy  of  SBA's  data  nor  conduct 
reliability  assessments  of  the  agency's  databases.   We 
conducted  our  review  from  May  through  July  1995. 

We  met  with  SBA's  Associate  Administrator  for  Investment 
and  other  agency  officials  to  obtain  SBA's  comments  on  a 
draft  of  this  report.   While  the  officials  agreed  with  the 
accuracy  of  the  factual  data  in  the  report,  they  identified 
certain  information  as  proprietary.   This  included  SSBIC- 
specific  data  such  as  the  value  of  the  portfolios  and  the 
method  used  to  finance  the  stock  repurchase.   We  deleted 
those  data  from  this  report  and  are  providing  it  to  you 
under  separate  cover.   The  Associate  Administrator  for 
Investment  also  provided  written  comments,  presented  in 
appendix  I  of  this  report,  that  outline  the  purpose  of  the 
Three  Percent  Preferred  Stock  Repurchase  Program  and  SBA's 
rationale  for  setting  a  repurchase  price  of  35  cents  on  the 
dollar  and  for  forgiving,  or  allowing  SSBICs  to  write  off, 
the  accrued  unpaid  dividends .   We  incorporated  where 
appropriate  the  officials'  suggestions  for  clarification. 


Unless  you  publicly  announce  its  contents  earlier,  we  plan 
no  further  distribution  of  this  report  until  14  days  after 
the  date  of  this  letter.   At  that  time,  we  will  send  copies 
of  the  report  to  interested  congressional  committees,  the 
Administrator  of  SBA,  and  other  interested  parties.   We 
will  also  make  copies  available  to  others  upon  request. 

Please  call  me  at  (202)  512-7531  if  you  or  your  staff  have 
any  questions.   Major  contributors  to  this  report  are 
listed  in  appendix  II. 

Sincerely  yours. 


Judy  A.  England- Joseph 
Director,  Housing  and 

Community  Development  Issues 
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SECTION  1 
DATA  ON  PARTICIPATION  IN  THE  PROGRAM 

This  section  presents  information  on  the  21  Specialized  Small 
Business  Investment  Companies  (SSBIC)  that  had  repurchased  stock 
under  the  Small  Business  Administration's  (SBA)  Three  Percent 
Preferred  Stock  Repurchase  Program  as  of  May  31,  1995.   The  section 
includes  data  on  the  repurchase  terms,  method  of  financing, 
capitalization  (both  private  capital  and  funding  from  SBA) ,  extent 
of  capital  impairment,  investments  over  the  past  5  years,  and  value 
of  investment  portfolios. 

REPURCHASE  TERMS  AND  FINANCING 

Table  1.1  shows  that  the  21  SSBICs  together  paid  SBA  $17.7 
million  to  buy  back  stock  that  SBA  had  earlier  purchased  for  $50.3 
million.   SBA  forgave  or  allowed  to  be  amortized  (written  off) 
$15.3  million  in  accrued  unpaid  dividends  owed  to  it  in  connection 
with  the  stock. 
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Table  1.1:   SSBICs  That  Had  Repurchased  Stock  as  of  May  31,  1995 
Dollars  in  thousands 


Licensee 

paid   by   SBA 

Repurchase 
price   paid 
by   SSBICs 

AmouAt 
discounted 

Dividends 
amortized 

Alabama    Capital    Corporation 

S    1,55C 

S       542 

S    1,009 

5          72 

Alliance   Enterprise   Corporation 

2,100 

945 

1    755 

1,  309 

Capital    Dimensions   Venture 
Fund,     Inc. 

10,000 

-.,.72 

b  42.'-; 

2,  364 

East    Coast    Venture   Capital, 
Inc. 

1  ,  000 

J50 

650 

136 

Freshstart   Venture   Capital 
Corp. 

551 

C.9 

=  2 

Future   Value   Ventures,     Inc. 

1,000 

3  50 

650 

227 

Ibero   American    Investors   Corp 

1    7^.0 

B.5 

1,  125 

382 

LaiLai    Capital    Corporation 

.00 

_45 

455 

155 

Motor    Enterprises,     Inc. 

;,oo;. 

7  00 

1     300 

.,59 

Pacific   Venture   Capital,    Ltd 

7„0 

245 

4  55 

293 

Peterson    Finance    &    Investment 
Company 

1,0.. 

-,.2 

67, 

214 

Pierre    Funding    Corporation 

:,  371 

R?,0 

1    541 

6 

Rutgers   Minority    Investment   Co. 

90. 

U4 

591 

484 

Security   Financial    &    Investment 
Corporation 

500 

175 

325 

° 

Syncom  Capital    Corporation 

.,  i:-. 

2,042 

1,  236 

TSG  Ventures,     Inc. 

10, :95 

6     092 

4,  679 

Tower   Ventures,     Inc. 

!    CO 

1,75. 

1    -,o 

1,  386 

Transpac   Capital    Corporation 

2,000 

70C 

1,  300 

385 

United   Capital    Investment   Corp. 

1,000 

362 

63B 

47 

United   Oriental    Capital    Corp 

2,000 

70. 

i,,.,00 

613 

Venture   Opportunities   Corp. 

1.  1^0 

40, 

747 

398 

Total 

$50,301 

$17,707 

$32,594 

$15,327 

GAO's  analysis  of  data  from  SBA. 
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Nineteen  of  the  21  SSBICs  repurchased  their  stock  with  cash. 
One  used  a  note  to  SBA  to  pay  for  the  stock,  and  one  used  a 
combination  of  cash  and  a  note  to  SBA.   Of  the  19  that  repurchased 
with  cash,  12  raised  the  cash  from  new  private  capital,  3  raised 
the  cash  from  a  combination  of  new  capital  and  the  capitalization 
of  retained  earnings,  1  raised  the  cash  from  the  capitalization  of 
retained  earnings,  1  raised  the  cash  from  the  capitalization  of 
retained  earnings  and  idle  funds,  1  raised  the  cash  from  third- 
party  borrowing,  and  1  raised  the  cash  from  third-party  borrowing 
and  the  capitalization  of  retained  earnings.' 

The  guidelines  establishing  the  repurchase  program  state  that 
participating  companies  would  structure  payment  of  the  repurchase 
price  in  one  of  four  ways:   (1)  all  cash,  following  the  raising  of 
new  capital;  (2)  a  promissory  note  (with  SBA-stipulated  conditions) 
payable  to  SBA  in  exchange  for  the  preferred  stock;  (3)  all  cash 
from  third-party  unsecured  financing;  or  (4)  a  combination  of  any 
of  the  above.   In  an  August  1994  notice  in  the  Federal  Register 
clarifying  the  guidelines,  SBA  stated  that  under  certain 
conditions,  an  SSBICs  idle  funds  could  be  used  as  a  temporary 
source  of  funds  for  the  repurchase. 

CAPITALIZATION 

Table  1.2  shows  the  SSBICs'  private  capital,  SBA  financing 
outstanding  at  the  time  of  the  repurchase,  and  SBA  financing 
currently  outstanding.   Thirteen  of  the  SSBICs  had  private  capital 
ranging  from  $1  million  to  $2  million  at  the  time  of  the 
repurchase.   The  smallest  amount  of  private  capital  was  $536,000, 
and  the  largest  amount  was  a  little  over  $8  million.   Eleven  of  the 
SSBICs  had  $3  million  or  less  in  SBA  financing  outstanding  at  the 


'The  capitalization  of  retained  earnings  is  increasing  private 
capital  with  funds  that  could  have  been  eventually  distributed  to 
owners--that  is,  permanently  reinvesting  otherwise  distributable 
earnings  into  the  business. 
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time  of  the  repurchase.   The  smallest  amount  outstanding  was 
$700,000,  and  the  largest  amount  was  $10  million.   Seven  SSBICs  had 
no  SBA  financing  outstanding  as  of  May  31,  1995,  while  seven  SSBICs 
had  received  additional  SBA  financing  since  the  repurchase. 
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Table    1.2:       SSBICs '    Capitalization   and   SBA   Financing 
Dollars    in    thousands 


Licensee 

Private  capital 
at  time  of 
repurchase 

SBA  financing 

outstanding  at 

time  of 

repurchase 

SBA  financing 

outstanding  as 

of  5/31/9S 

Alabama  .^apiral  Corporation 

S  1,550 

S  2, 650 

SI, 100 

Alliance  Enterprise  Corp. 

3,030 

2,  700 

2,250 

Capital  Dimensions  Venture  Fund, 
Inc. 

7,  343 

10,000 

5, 744' 

East  Coast  Venture  Capital,  Inc. 

1.011 

3,000 

2,000 

Freshstart  Venture  Capital  Corp. 

;,2io 

t),  510 

5,750 

Future  value  Ventures,  Inc. 

2,53; 

1,000 

<^ 

Ibero  American  Investors  Corp. 

1,  851 

3,  740 

3,  976' 

LaiLai  Capital  Corporation 

1.  125 

3  :-  = 

2,675 

Motor  Enterprises,  Inc. 

1,  500 

2,000 

0 

Pacific  Venture  Capital,  Ltd. 

1,2  50 

7  00 

0 

Peterson  Finance  &  Investment 

Company 

1,035 

1,035 

0 

Pierre  Funding  Corporation 

2,  761 

7,  112 

4,  741 

Rutgers  Minority  Investment  Co. 

1,499 

905 

0 

Corporation 

536 

1,  500 

1.500. 

Syncom  Capital  Corporation 

2,250 

3,125 

0 

TSC  Ventures.  Inc. 

8,200 

10,295 

0 

Tower  Ventures,  Inc. 

2,000 

3,000 

1,475' 

1  Transpac  Capital  Corporation 

1,  016 

4.000 

2,  000 

United  Capital  Investment  Corp. 

1,  440 

2,800 

2, 3  00- 

United  Oriental  Capital  Corp. 

1,  000 

3,700 

1,700' 

Venture  Opportunities  Corp. 

1,525 

5,475 

6,025' 

•Includes    financing    that    the   SSBIC   received   after    the    repurchase. 
Source:    GAO's    analysis    of   data    from   SBA. 
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Under  the  program,  the  accrued  unpaid  dividends  of  financially 
distressed  SSBICs  are  forgiven.-   Financially  distressed  SSBICs  are 
defined  by  SBA  as  those  companies  that,  as  of  the  end  of  fiscal 
year  1993--preceding  the  April  1994  notice  in  the  Federal  Register 
implementing  the  repurchase  program--had  undistributed  realized 
losses  and  capital  impairment  of  at  least  10  percent.^   Table  1.3 
shows  that  7  of  the  21  had  a  capital  impairment  greater  than  10 
percent;  5  of  these  were  over  50-percent  impaired.   Capital 
impairment,  as  defined  by  SBA  for  the  purposes  of  this  program,  is 
the  ratio  of  the  cumulative  actual  losses  (from  both  operations  and 
investment  transactions)  and  unrealized  losses  (from  decreases  in 
the  value  of  securities)  to  the  capital  invested  in  the  SSBIC. 


^Under  a  pilot  for  this  program,  the  accrued  dividends  were 
forgiven  for  all  SSBICs  that  completed  the  repurchase  even  if 
they  were  not  financially  distressed. 

'Undistributed  realized  losses  represent  cumulative  net  losses 
(offset  by  gains,  if  any)  resulting  from  the  sale,  write-off,  or 
other  disposition  of  investments  and  the  cumulative  results  of 
operations . 

10 
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Table  1.3:   SSBICs '  Capital  Impairment  at  the  Time  of  Stock 
Repurchase 


Number  of  SSBICs 

Range  of  percentages 

14 

0  to  10  1 

0 

11  to  20 

0 

21  to  30 

1 

31  to  40 

1 

41  to  50 

2 

51  to  60 

2 

61  to  70 

1 

71  to  80 

Total                21 

Source:  GAO ' s  analysis  of  data  from  SBA. 
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INVESTMENTS 

As  table  1.4  shows,  during  fiscal  years  1990  through  1994,  the 
21  SSBICs  reported  to  SBA  that  they  had  provided  1,242  financings 
totaling  $116  million.   Nine  SSBICs  had  fewer  than  10  new 
financings  in  each  of  the  5  years. 
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Table    1.4:       SSBICs'     Investments    in   Small    Businesses,     Fiscal    Years 
1990    through    1994 

Dollars    in    thousands 


MC.„=.. 

Humbor  o£ 
financings 

Total 
dollars 

Nui&ber  of 

Alabama  Capital  CorporaCion 

74 

i       4. Ill 

Alliance  Enterprise  Corp. 

22 

I,.'.  3  5 

Capital  Dimensions  Venture  Fund. 
Inc- 

82 

6,  929 

12 

East  Coast  Venture  Capital.  Inc. 

54 

1,  S2' 

[  Freshstart  Venture  Capital  Corp. 

265 

i;, b4i 

4 

1  Future  Value  Ventures,  Inc. 

5 

617 

Ibero  American  Investors  Corp. 

65 

5,  370 

LaiLai  Capital  Corporation 

54 

6,404 

1 

Motor  Enterprises,  Inc - 

20 

2,  229 

Pacific  Venture  Capital,  Ltd . 

16 

1,  777 

■i 

Peterson  Finance  k    Investment 
Company 

23 

1  ,412 

Pierre  Funding  Corporation 

223 

27,784 

Rutgers  Minority  Investment  Co. 

5 

3  60 

Corporation 

20 

1,670 

syncom  Capital  Corporation 

4 

145 

TSG  Ventures.  Inc, 

24 

10,460 

11 

Tower  Ventures.  Inc . 

13 

2,020 

Transpac  Capital  Corporation 

28 

4,  2  5'.' 

1 

United  Capital  Investment  Corp. 

24 

2,946 

United  Oriental  Capital  Corp 

81 

4,932 

Venture  Opportunities  Corp. 

140 

14,011 

Total 

1,242 

$115,746 

:olumn   of    states   was    not    added   because 
the   numbers    include   U,S.    territories. 


inclu<ied    duplicate 


Source:  GAO '  s  analysis  of  data  from  SEA. 
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Together,  the  21  SSBICs  reported  to  SBA  that  their  investment 
portfolios  included  investments  in  approximately  830  small 
businesses  with  a  combined  value  of  about  $117  million  as  of  March 
31,  1995.   In  addition,  their  investment  portfolios  included  a 
total  of  about  $22.7  million  in  cash  and  investments  in  U.S.- 
insured  or  -guaranteed  securities. 

As  of  January  31,  1995,  all  SSBICs  were  required  to  adopt  an 
investment  valuation  policy  approved  by  their  boards  of  directors 
or  general  partners  consistent  with  SBA's  guidelines  outlined  in  13 
C.F.R.  part  107,  app .  III.   As  part  of  their  annual  audits  of 
SSBICs'  financial  statements,  independent  certified  public 
accountants  are  responsible  for  reviewing  the  SSBICs'  valuation 
procedures  and  implementation  of  these  procedures,  including  the 
adequacy  of  the  documentation.   According  to  the  guidelines,  when 
the  accountants  cannot  satisfy  themselves  that  valuation 
requirements  have  been  fulfilled,  they  must  specifically  so  state. 
The  guidelines  further  note  that  the  independent  public  accountant 
is  not  to  be  an  appraiser  determining  the  value  of  the  SSBICs 
securities  and  is  not  required  to  perform  an  audit  of  the 
businesses  in  the  investment  portfolio.   Before  these  guidelines, 
SBA  relied  upon  a  valuation  policy  established  in  1975,  which, 
according  to  SBA,  was  more  general  than  the  new  guidelines  and  did 
not  carry  the  authority  of  a  regulation. 
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COMMENTS    FROM    THE    SMALL    BUSINESS    ADMINISTRATION 
f'^^ty^'^  U.S.  Small  Business  Administration 

■r^SJ    •  WASHINGTON.    O.C.      20416 


August  15,  1995 

Ms.  Judy  A  England-Joseph 
Director,  Housing  and  Community 

Development  Issues 
United  States  General  Accounting  Office 
Washington,  D  C  20548 

Dear  Ms  England-Joseph 

We  appreciate  the  opportunity  of  reviewing  a  draft  of  your  proposed  report  entitled 
.Small  Busmess    .SBA's  Preferred  Stock  Repurchase  Program  (GAO/RCED-95-249FS) 

The  data  presented  m  the  report  was  developed  by  the  SBA  Investment  Division,  which  is 
responsible  for  the  preferred  stock  repurchase  program,  and  to  the  best  of  our  knowledge  it  is 
accurate    To  understand  the  mearung  and  sigruficance  of  this  data,  however,  we  believe  it  is 
essential  that  the  reader  understand  what  the  program  is.  what  it  is  meant  to  accomplish,  and  the 
rules  under  which  it  is  being  implemented    Before  we  initiated  the  full  program,  we  published  the 
attached  Federal  Register  Notice,  dated  Apnl,  1994.  to  review  all  of  these  points,  and  to  solicit 
public  comment    The  only  comment  received  was  from  the  mdustry,  expressing  an  opinion  that 
the  proposal  was  too  restrictive 

It  is  particularly  important  to  note  the  following: 

1  This  program  was  authorized  by  Congress  in  PL  101-162,  November  21,  1989,  and 
SBA  was  strongly  encouraged  by  many  members  of  Congress  to  implement  it 

2  While  the  repurchase  of  the  stock  at  a  price  of  35%  of  its  originaJ  cost  must  be 
accounted  for  as  a  loss  to  the  government,  in  most  cases  no  cash  at  all  would  have  been  received 
by  the  government  had  the  discount  not  been  offered    The  preferred  stock  has  a  dividend  rate  of 
3%,  and  no  requirement  for  redemption  or  repurchase.  Much  of  this  stock  was  purchased  by 
SBA  twenty  or  more  years  ago,  and  would  never  have  been  repurchased  at  any  pnce  were  it  not 
for  the  repurchase  program  which  is  the  subject  of  your  report 

At  a  pnce  of  35%  of  face  value,  the  preferred  has  an  equivalent  yield  of  approximately  9% 
(3%  divided  by  35),  which  is  equal  to  or  lower  than  yields  on  marketable  preferred  stocks  which 
are  more  attractive  as  investments,  because  they  readily  can  be  sold  m  the  public  markets 

3  The  basic  purpose  of  the  program  is  to  allow  Specialized  SBICs  to  strengthen  their 
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financial  condition,  in  order  to  be  able  to  raise  additional  capital  for  ftjture  investments  in  small 
businesses    The  forgiveness  of  dividends  accrued  by  "distressed"  SSBlCs  is  consistent  with  this, 
since  most  of  these  SSBICs  are  lenders,  which  cannot  look  forward  to  capital  gains  to  offset 
accumulated  losses    Preferred  dividends  must  be  paid  out  before  any  distribution  is  made  to 
investors,  consequently,  if  these  old  accruals  were  not  forgiven  or  amonized.  it  is  unlikely  that  any 
of  the  SSBICs  could  have  raised  new  capital  to  accomplish  the  repurchase 

4  Similarly,  the  amonization  of  accrued  dividends  by  healthy  SSBICs  is  mtended  to 
assure  they  will  remain  active  investors  m  small  businesses,  and  to  improve  their  ability  to  raise 
additional  capital 

5  The  repurchase  program  sets  forth  specific  and  narrow  parameters  for  the  method  of 
payment  allowed  for  the  preferred  stock    The  licensees  are  strongly  encouraged  to  use  cash 
raised  from  a  new  capital  infusion  mto  the  SSBIC.  or  from  the  capitalization  of  earmngs  (i  e 
agreement  to  retain  permanently  m  the  SSBIC  earnings  which  otherwse  could  have  been 
distnbuted  to  shareholders)    Of  the  21  SSBICs  which  have  repurchased  their  preferred.  19  have 
used  cash  from  these  sources    While  the  program  allows  the  use  of  promissory  notes  to  SB  A  in 
exchange  for  the  preferred  stock,  such  notes  must  meet  ngorous  credit  standards  and  be  secured 
by  all  the  assets  of  the  SSBIC    Consequently,  no  SBA  debt  financing  has  been  used  to  date 

We  request  that  this  letter  and  the  enclosed  Federal  Register  Notice  dated  Apnl  1.  1994  be 
included  with  your  report,  so  the  readers  may  understand  the  program,  as  a  basis  for  considenhg 
the  data  presented 

Yours  sincerely. 


Robert  D  StiUman 

Associate  Administrator  for  Investment 
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Federal  Register  /  Vol    59    '.- 


Friday,  .\nn\  l.  1994  /   Notices 


SMALL  BUSINESS  AOMrMSTRATlOII 


ACCMCT:  Small  Bosiness  AdmmistraUOD 
ACTION:  Nouce. 

SUMMARY:  The  Smail  Business 
Adnmnstratian  (SBAJ  has  completed 
ihe  3%  PT^nred  Sitjck  Repurchase  Piloi 
Program  for  SmaJl  Business  [avesmieat 
Cartrpamei  licensed  under  section 
301(dl  of  the  Small  Business  Investmem 
Ad  (15  US  C  6tn(d))  tSpecialized 
SBlCs  or  SSBICs).  and  now  will  offer 
each  currenily  licensed  SSBtC  that  w  as 


not   n  the  Pilot  Program  ihe  opportaiiity 
to  apply  for  the  repurcnase  of  its  3% 
preferred  stocit  held  by  SBA.  This 
Nonce  seis  forth  ihe  guiileiiiies  SBA  is 
intending  tD  follow  m  iis 
implemeoiauun  of  [his  Repurchase 
Program. 

DATES:  This  Nouce  ic  eifecUve  on  ApnJ 
I.  1994  Wntten  cDOUDents  aa  this 
Nouce  mufci  be  received  no  La&ar  thui 
May  Z,  1994. 

AODPESSES:  Wruien  comments  sbauld 
be  sent  to  Ruben  a  StiUmsn.  Assnciata 
Admioisiraior  for  Investment.  IXS. 
Smail  Basmess  AHriiinw.»rMtwin  sane 
6300,  409  Third  Slreei  SW™ 
WasninglQD,  DC  20416. 
FOfl  FURTHER  INFORMATION  CONTACT: 
George  Dale,  bivestment  Divisuin.  U  S, 
Small  Basmess  AdministiBtioii.  TO9 
Third  Street  S\V  .  Waihiogion,  DC 
20416.  (202)205-7595 
SUPPt^EMENTART  iNFORliABOU:  Qa  June 
19.1992,  SBA  puhksh^  a  Mqii£*  m  the 
Federal  Rf^uttf  IthePiku  NaLu:e^ 
aimouncmg  the  commencemoDl  of  iha 
3%  Preferred  Stock  Bepvcbasa  Pilot 
Prrgram  lai  StBall  Bujuuu  laveHioaal 

30lldl  of  the  Smail  Bu&meu  Lavettment 
A£J  oi  1SS8.  as  amendad  [SpecioLized 
SBICs  or  SSBlCs)  See  57  FR  27503. 

Policy  Slatement 

progxan  was  stated  m  the  Pilot  Notice, 
and  is  repeated  verbatim  as  follaM's. 

"S£LA's  policy  u  to  adminuicx  tbfi 
Repurchase  Program  m  such  a  wa^  as  to 
majnmize  the  capacity  of  SSBlCs  (o 
provide  financmg  to  businesses  owned 
by  pecsoos  whoGo  paruop»tion  id  ibm 
free  enterprise  system  u  hampeiBd  by 
soaal  or  acoiuuiuc  di&aduaatage 

SBA  will  iiruducB  adh txajuadioa 
with  the  ami  oi: 

1  Encauragm^  aod/aciUiAUii^the 
iQveumem  of  new  pauatacapLtal  laxa 
SSBlCi; 

2  rnnfcP.rVlPg  tty^  ''if  tj   rcc^^^rr^**  rJ 

each  participaiu: 

3  CoaserMng  Che  hormwing  poteo&al 

budget  of  the  Speaalized  SBIC  program: 

the  panidLpatingSSBICs; 

6  Rehahiktatiug  (whem  necBuary) 
weak  SSBIO  to  improv*  their  fin*"'~"«j 
and  operating  effecuvenesa  withoiU 
undue  risk  to  SHA.  and 

7  Discouraging  voluntary  Uqmdatinjis 
of  SSBICs  and  the  premature  suoendar 

The  methodology  of  compuling  the 
price  at  which  the  3%  preferred  slock  is 
sold  back  to  an  SSBK  will  be  a  funciiaa 
of  four  factors  independent  of  any 


SSBIC.  and  four  factors  e-.at  i.-      -  .b'e 
with  each  SSBIC.  Theinoepercr-rr 
factors  are 

I   Average  SB:CTreas^r\-ba!M  '.0 

Z.  Barron  s  \\ink  Bond  Spread  o\  i»r 

3  Prefe.Tttd  stock  dividend  rate  J'^I. 

4  The  ad)uament  to  ihe  pace  for 
noD-majkelabiluy  of  shares. 

The  four  faaors  th^t  are  variable  wiih 
each  indjindLiAl  SSBiC  are: 

1  Number  cj  years  (hat  drndends  are 

2  Fmaac^  rating  of  SSBIC  a  rated 
by  SBA- 

3.  Abibly  ofSSBlClobaie  paid 
dividends,  and 

4  ParvaJueofstockiobepurc'iased. 

TheabovB  pobcy  wnil  be  execired  lq 
such  a  way  Klo  prevpTii  wiadfsU 
oppoTTuniDes  to  SSBICs.  thetr 

transfer  of  cash  fkm^  from  SSBICs  into 
SBA  10  the  dfU^UTHnt  cf  the  prrjgrzm  s 
effectiveness  and  liquidiT  " 
ImpieoaBlabcuiof  the  Sep«rciiaae 
Program  I 

In  accordance  w rth  the  P. loc  Notice. 
SBA  satected  nine  Specialized  SBICs 
ivhich  had  indicated  an  inrtemt  in 
participating  m  the  Pilot  Procram  The 
nine  licensees  represented  t  ctpss- 
•ectionofthe  mdustrv  indud.n^  S,,ih 
fmanQally  distressed  and  3on- 
djslreisad  corapames  SB.f  cons»aered 
and  structured  each  repurchase 
transacuon  in  accordance  with  the 
pSkUcv  restarted  «bfn« 

Qf  the  aiae  campais.et  selected  to 
peltmpale  m  the  Pikit  Program,  ux 
have  completed  the  repuniiaie  of  their 
tUck-  01  die  rBnanung  rtirpw 
cOmpame*.  one  wnhdrew  voiuntsrUy. 
OQB  nevCT  subnutlsd  an  rpyJa-afmn  aad 
one  was  demed  pamrip^inn  because  of 
regulHiory  noiaoiotti  udadi  would  noi 
have  been  cured  bv  the  repurchaae. 

As  stated  m  the  PUm  Noaoe.  U» 
obiecnve  orf  the  Pilo*  Pro^rmm  ■^vas  to  test 

and  to  suggest  changes  ihat  piigt" 
facilitate  ftrtme  txaoaaccions.  Manv  fd 
the  issuea  raised  doxmg  the  Piiot 
Program  concerned  the  kiikTwrrt^ 

L  De«<ek>pmejM  oi  a  lormule  for 
detcrmining  the  repurchase  prue-. 

2.  SpecwJ  canBoaratioiu  oepecdent 
on  the  fioaacial  coi^uaDof  SSBICs; 

J.  A pph canon  of  the  Repuccha^e 
Program  to  compAoies  which  are 
invoivcd  in  ''^■"pr  a/ ownership 
tiansadiona:  and 

4  MethodaandcondiUacs  of 

firkflnring  |h**  rppiirrham    Approaches  tO 

these  tssues.  and  their  resolution  fjr  the 
Repurchase  Program,  are  oescnhed 
below 
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I   Ftepurznase  Pnce  Formula 

A  repurchase  pnce  formula  was 
developed  in  general  accordance  wirh 
the  meihodology  included  in  the  policy 
statemenl  repealed  above,  and  applied 
to  the  particular  situauon  of  each  of  the 
pilot  panicipants  The  formula  for  the 
preferred  share  pnce  was  a  subsiitute 
for  fan  market  \  alue,  since  there  is  no 
market  for  these  shares  Based  on  the 
recommendatioDs  of  two  independeni 
expert  studies,  the  formula  for 
compuung  the  percentage  of  par  value 
to  be  used  in  the  Pilot  Program  was  the 
sum  of  three  elements: 

( 1 }  The  pert:entage  of  par  which 
represented  the  differcnual  between  an 
inslnunent  paying  3%  and  the  "all-in" 
cost  of  the  lune  1991  SBIC  funding  rate 
This  differential  represented  a  discount 
from  par.  since  a  3%  return  was 
signiticantly  below  the  market  rate  at 
June  1991   the  percentage  of  par  value 
remaining  after  subtracting  the  discount 
computed  to  32  05% 

(21  An  adiustment  based  on  ibe 
financial  raung  of  the  particular  SSBIC. 
plus  an  adiustment  based  on  a  |unk 
bond  spread  over  Treasures,  plus  an 
adjustment  for  lack  of  marketability  of 
the  3%  preferred  stock.  In  practice, 
these  adiustments  added  only  Z%  to  4% 
to  the  pnce  for  individual  companies  m 
the  Pilot  Program. 

(3)  The  third  element  represented  the 
present  value  of  the  benefit  to  the  SSBIC 
from  defemng  payment  of  preferred 
dividends  which  it  had  the  capacity  lo 
pay 

In  view  of  the  very  small  effect  of  the 
second  element  on  overall  valuation,  the 
complexity  of  its  computation,  and  the 
extent  of  financial  data  and  analysis 
required  for  its  determinauon.  SBA  has 
decided  to  substitute  a  fixed  input  of 
3%  for  the  RepurchAse  Program.  This 
wu  the  midpoint  of  the  range  of 
■djustmeDtf  for  this  element  in  the  Pilot 
Program. 

SBA  also  determined  that  the  third 
element  may  be  dupUcaUve  of  the 
continuing  obligation  of  i  hc8DS«e  to 
pay  accrued  dividends  under  certain 
CDDditions  enumerated  herein. 
Coosequenliy,  only  the  &rst  two 
elements  will  be  utllixed  m  determining 
the  pnce  for  the  prefemd  shares  being 
repurchased. 

For  the  Repurchase  Procrann  SBA 
intends  to  &x  the  sum  of  the  two 
elements  at  35%  of  par  value,  usmg  the 
lune  1991  Interest  rate  inputs  in 
recognition  of  the  extended  delay  in 
completing  the  Pilot  Program,  Thus,  the 
pncs  to  be  paid  by  any  SSBIC 
repurchasmg  3%  preferred  stock  under 
this  Program  will  be  35%  of  par.  This 
compares  with  a  range  of  repurcha3« 


pnccs  calculated  for  all  of  the  pilot 
participants  of  34  6554%  lo  36  2257% 

To  avoid  a  windfall,  and  to  assure  the 
desired  result  of  retaining  funds  in  an 
aciue  SSBIC  program,  repurchases 
below  par  during  the  Pilot  Program  were 
made  on  condition  that  if  the  licensee 
became  inactive  or  was  liquidated 
during  a  five  vear  penod  following  the 
repurchase.  SBA  would  have  a  preferred 
liquidating  interest  in  the  licensee.  SBA 
intends  to  continue  this  practice  for  the 
remainder  of  the  Repurchase  Program. 
as  descnbed  below  under    Other  cnucal 
terms  of  the  repurchase  transactions." 
2  Special  Considerotjons  Dependent 
Upon  Financial  Condition  of  SSBIC 

SEA'S  evaJuaUon  of  the  Pilot  Program 
has  led  it  to  conclude  that  in  order  to 
be  consistent  with  the  stated  policy 
obiectives  of  the  Program,  the  amount 
and  the  timing  of  any  required  payment 
of  accrued  dividends  should  be  related 
to  the  financiaj  strength  of  the  particular 
SSBIC  purchasing  its  preferred  slock 
from  SBA. 

For  an  SSBIC  which  has  no  practical 
prospect  of  making  dividend  payments, 
the  Repurchase  Program  will  assist  in 
strengthening  the  bcensee's  finanaal 
condition  and  enabling  it  to  attract  new 

For  those  SSBlCs  wbich  are 
financially  strong  enough  to  make 
dividend  pa>'ments.  the  program 
obiedives  are  met  if  the  deferral  or 
reduction  of  dividend  payments 
provides  an  incentive  for  the  SSBIC  to 
remain  active  in  its  investment  program, 
and  to  defer  distnbutioos  to  its 
shareholders. 

Accordingly,  the  following  guidelines 
have  been  developed  to  distinguish 
between  the  two  categones  of  SSBICs 
and  to  provide  for  the  treat^nent  of 
accrued  dividends  for  each  category: 

[al  Companies  which  lack  any 
reasonable  proapect  of  paying  accrued 
dividends  are  defined  ts  those  which,  a* 
of  the  licensee  s  Sscal  year  end 
immediately  preceding  the  publication 
of  this  Nouce.  have  undistnbuied 
reabzed  Ioss«s  and  a  capital  impairment 
percentage  (as  defined  in  13  CFK  part 
107)  of  at  least  10%.  These  licansees  are 
referred  to  as  "distressed"  for  purpose* 
of  the  Repurchase  Program.  For 
distressed  bcenseea.  the  accrued 
dividends  will  be  extiaguiihed 
completely  at  the  time  of  repurchaaa- 
This  will  remove  a  cootlngant  Liability 
which  would  otherwise  impede  their 
efTorts  to  raise  new  capital.  In  the 
di5tresAed  licensee's  repurchase 
agreement  with  SBA.  the  company  will 
agree  to  remain  active  for  a  five  year 
penod  and  to  be  subtect  to  the 


guidelines  for  change  of  ownership 
transactions  discussed  below 
fb)  For  the  remaining    non- 
distressed   SSBICs.  wDich  nai-e  a 
reasonable  prospect  of  being  able  to  pay 
accrued  dividends,  forgiveness  of  the 
dividends  by  SBA  will  be  used  as  an 
inducement  to  defer  distnbutions  of 
cash  out  of  the  program,  either  to  SBA 
or  the  owners  Ln  these  cases, 
forgiveness  is  condtuoned  on  iheir 
agreement  to  remain  active  m  the  SSBIC 
program  for  a  five  year  penod.  dunng 
which  time  the  accrued  duTdends  are 
reduced  on  a  straight-line  basis  over  a 
penod  of  five  years  or  the  lerm  of  anv 
debt  incurred  to  finance  ihe  repurchase. 
whichever  IS  longer  Dismbuitons  lo 
owners  may  be  made  onlv  after  paving 
the  remaining  dividends  payable  lo 
SBA  The  licensee  will  agree  to  be 
subiect  to  the  guidelines  for  change  of 
ownership  transactions  discussed 
below 

3  Change  of  Ownership  TronsacUons 

For  SSBICs  that  engage  in  a  change  of 
ownership  either  before  or  after  the 
repurchase  of  their  3%  preferred  stock. 
It  IS  necessary  to  avoid  having  the 
bene6tsof  the  repurchase  result  in  a 
windfall  to  the  seller  or  buyer,  rather 
than  increasmg  the  funds  available  For 
investment  bv  the  SSBIC  To  avoid 
having  a  prospective  repurchase  of  ]*o 
preferred  stock  affect  the  purchase  pnce 
of  the  company,  the  following  policy 
has  been  adopted 

(a)  Where  the  selling  SBIC  IS 
"distressed",  the  dividends  accrued  at 
the  time  of  repurchase  will  be  forgiven. 
The  preferred  stock  may  be  repurchased 
at  the  formula  pnce.  subtect  to  the 
agreement  of  the  purchaser  to  operate  as 
an  active  SSBIC.  and  if  operations  are 
discontinued  or  the  SSBIC  liquidated 
within  five  years,  to  pay  SBA  the 
amount  of  its  bquidating  interest,  as 
descnbed  under  "Other  cnucal  terms  of 
the  repurchase  transactions"  below 

(b|  Where  the  selling  SSBIC  is  not 
"distressed",  the  remaining  balance  of 
accrued  dividends  as  of  the  date  of  the 
change  of  ownership  must  be  paid 
before  any  future  distnbutions  are  made 
by  the  licensee  In  addition,  the 
purchaser  must  agree  to  the  conditions 
coDcsmlng  active  operation  descnbed 
in  the  preceding  paragraph. 
i.  Financing  £/ie  Repurchass 

Since  the  purpose  of  the  Repurchase 
Program  is  to  streogtheo  the  fijianaal 
condition  of  SSBICs.  the  most  desirable 
source  of  financing  for  the  repurchase 
transaction  is  new  capital  invested  in 
the  SSBIC  Financing  with  cash  already 
m  the  SSBIC  is  inconsistent  with  the 
poLcy  of  avoiding  the  transfer  of  cash 
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flows  from  SSBICs  into  the  SBA. 
E.xpenence  m  liie  Pilot  Program, 
however,  confirmed  that  new  capital  is 
not  available  to  all  participants, 
paniculariv  those  which  are  in  financial 
distress  Consequeniiy.  paymeni  of  the 
repurchase  price  for  the  panicipating 
companies  was  itructured  m  one  of  four 
wavs  HI  All  cash,  following  the  raising 
of  new  capital.  (2)  a  promissory  note 
pavable  to  SBA  in  exchange  for  the 
preferred  stock.  (3}  all  cash,  from  third- 
party  unsecured  fmancing.  or  (4|  a 
combination  of  any  of  the  above. 

Where  borrowngs  from  SBA  or  ihud 
panics  are  used  to  finance  the 
repurchase,  they  are  intended  to  pro\  ide 
inienm  financing  while  permanent 
equity  capital  is  raised  SBA  loans  made 
for  this  purpose  vnl\  be  at  an  interest 
rate  which  is  2%  higher  than  the 
Treasury  rate  for  a  comparable  matunty, 
and  anv  such  loans  must  fully  amortize 
if  longer  than  Bve  years  SBA  loans  will 
pronde  the  Agency  with  a  security 
interest  in  the  Ucensee  s  assets  and  will 


Long-term  financing  by  SBA  in  the 
fonn  of  guaranteed  debentures  or  4'S 
preferred  stock  is  intended  to  be  used  to 
increase  the  capacity  of  SSBICs  to  invest 
or  lend  money  to  small  businesses, 
consequently,  it  is  inappropnate  to  use 
L^ese  as  sources  of  financing  for  the 
preferred  stock  repurchase 

SBA  shall,  in  its  sole  discretion. 
determine  die  form  of  payment  it  will 
accept  for  a  licensees  3%  preferred 
stock,  including  cash  or  an  amomzing 


Qngn 


ithei 


Third  pany  debt  used  for  the 
repurchase  must  be  unsecured  since 
granting  a  secunly  interest  in  the 
SSBICs  assets  reduces  the  value  of 
SBAs  liquidating  interest. 

For  licensees  fmancing  their 
repurchase  through  SBA  or  a  thud 
pany.  the  liquidating  interest  held  by 
SBA  will  amortize  over  a  penod  of  five 
year^  or  the  term  of  ihe  repurchase  debt, 
whichever  is  longer. 

It  IS  contemplated  that  the  SSBIC  will 
increase  its  pnvate  capital  by  an  amount 
equal  to  the  repurchase  pnce.  either 
from  the  proceeds  of  new  capital 
invested  in  the  SSBIC  since  Apnl  1. 
1993  or  through  the  permanent 
capitalization  of  retained  earnings 
available  for  distribution  as  permuted 
under  program  accounting  rules.  The 
amount  that  may  be  capitalized  for  this 
purpose  IS  hmited  to  profits  generated 
since  the  licensee  s  fiscal  year  end 
immediately  preceding  the  publication 
of  this  Notice, 

Other  terms  required  in  coonectioQ 
iviih  the  us«  of  debt  financing  of  the 


repurchase  are  included  in  "Other 

critical  terms  of  the  repurchase 

transactions"  below 

Further  Discussion  of  the  Repurchase 

Program 

The  Repurchase  Program  is  intended 
to  strengthen  the  SSBIC  Program  and 
enable  it  to  provide  additional  financing 
to  small  businesses.  It  is  not  intended  to 
transfer  value  from  SBA  to  the  owners 
of  SSBICs  without  considerauon-  The 
proposed  terms  of  the  Repurt:hase 
Program  assure  these  inienuons  are 
hjlfilled. 

It  should  be  noted  that  the  3% 
preferred  stock  to  be  repurchased  under 
the  Repurchase  Program  has  no 
provision  for  a  "put"  by  SBA  or 
mandatory  redemption  by  the  SSBIC. 
Further,  the  SSBIC  is  not  required  to 
pay  accrued  dividends  to  SBA; 
however,  distributions  to  other 
shareholders  may  not  be  made  until  any 
such  dividends  have  been  paid. 

The  repurchase  pnce  to  be  paid  for 
the  preferred  stock  is  based  on  aaual 
market  indicators,  and  is  intended  to 
represent  a  reasonable  substitute  for  fair 
market  value,  since  thes«  secunties  are 
not  publicly  traded  For  an  SSBIC  which 
does  not  intend  to  Uquidate  or  transfer 
ownership  m  the  foreseeable  future,  the 
difference  between  par  value  and  the 
repurchase  pnce  is  an  unrealized  loss 
already  sustained  by  SBA.  In  this  case. 
the  sale  itself  does  not  create  the  loss. 

An  SSBIC  which  intends  to  liquidate 
or  transfer  ownership  would  be 
required,  in  the  absence  of  the 
Repurchase  Program,  to  pay  its  accrued 
dividends  and  repurchase  its  3% 
preferred  at  par  before  any  liquidating 
disinbutjons  could  be  made  to  its  other 
shareholders,  Neverthelesa.  there  is 
often  insufficient  value  in  the  licensee 
under  such  circtimstances  for  SBA  to 
recover  the  full  amount  duo. 

To  avoid  the  opportunity  for  a 
windfall  ihrou^  repurchase  at  a  pnce 
below  par  value  and/or  the  forgiveness 
of  accrued  dividends,  the  Repurchase 
Program  requires  that  as  consideration 
for  the  repurchase,  the  SSBIC  agree  to 
remain  acuve  for  a  five  year  penod.  If 
the  SSBIC  liquidates  or  becomes 
inactive  pnor  to  the  end  of  this  penod. 
It  IS  required  to  pay  a  declining 
proporuon  of  the  difference  between  the 
par  value  and  the  repurchase  pnce  of 
the  shares  This  is  consistent  with  the 
purpose  of  the  Program:  To  encourage 
SSBICs  to  continue  investing  or  lendmg 
funds  to  small  busmessea. 

Similarly,  the  terms  of  forgiveness  of 
accrued  dividends  are  designed  to 
further  the  purpose  of  the  Program 
without  providing  «  windfall  lo  the 
SSBIC,  Its  owners  or  management. 

19 


In  the  case  of  an  SSBIC  m  financj 
distress,  with  no  reasonable  prosperi  if 
paving  Its  accrued  dividends,  SB,\  s 
not  surrendering  value  when  it  for^;.i?s 
such  dividends.  At  the  same  time  ine 
SSBIC  program  benefits  from  such 
forgiveness  because  il  strengthens  "ne 
financial  condition  of  the  SSBIC  and 
increases  the  licensee  s  opponurLt;es  ro 
secure  additional  financing  or  to  oe 
acquired  bv  owners  who  would  cor.rr.u 
to  remain  active  in  the  program 

A  non-disiressed  SSBIC  can  gain  -J^e 
benefit  of  the  dividend  forgiveness  jr.iy 
by  agreeing  to  remain  aaive  in  the 
program  for  five  years,  and  to  pav  i_he 
dividends  on  a  dechmng  scale  dunr.g 
that  penod  lor  during  the  terra  oi  jnv 
repurchase  debt,  if  longer)  as  a 
precondition  to  any  distnbuuons  o.is 
other  shareholders.  This  should 
encourage  these  SSBICs  lo  defer 
dislnbutions,  and  therefore  have  jrnater 
resources  available  for  investment,  .jr 
loans  to  small  businesses  Should  T.e 
SSBIC  become  inactive.  SBA  wiil  .-.jve 
the  nght  to  demand  pavment  of  -.tc 
accrued  dividend 
fiscal  year  for  whi 
became  inactive. 

In  the  event  of  a  change  of  ownersti.p 
of  an  SSBIC,  the  potential  forgiveness  of 
accrued  dividends  would  be  a  factor  -.n 
determining  the  purchase  pnce  to  i^e 
new  owner  To  avoid  tne  possibihr-.  "hat 
the  benefit  of  such  forgiveness  mient 
therefore  benefit  buyer  or  seller,  ■.^  rjioul 
increasing  the  finanaal  strength  of  ihe 
SSBIC.  the  terms  of  the  repurchase 
prov^de  that  m  this  c-ase  the  remaining 
balance  of  dividends  accrued  as  of  the 
date  of  the  ovraership  change  (which 
may  have  been  reduced  by  the  terms  of 
the  preferred  repurchase,  if  completed 
earlier)  must  be  paid,  either  at  the  time 
of  sale,  or  later,  but  before  any 
dislnbutions  are  made  by  the  new 

It  should  also  be  noted  that  SSBICs 
with  regulatory  violauons  thai  would 
not  be  cured  by  repurchasing  their  stock 
at  a  discount  will  be  ineligible  to 
participate  in  the  Repurchase  Prtigram- 
OtherCriticalTennsofthe  Repumhase 
Transactioru 

SBA  has  determined  that  it  is 
necessary  to  include  the  following 
provisions  in  the  agreements  to 
repurchase  3%  prefened  stock: 

1.  To  evidence  the  agreement  oi  the 
SSBIC  to  remain  active  as  a 
consideration  for  the  opportunity  -o 
repurchase,  an  SSBIC  repurchasmi^  its 
preferred  stock  at  a  discount  vnll  be 
required  to  grant  SBA  a  prtferectul 
limited  ownership  mterest  (the 
"liquidating  interest  1  in  a  newlv 
created  capital  account  As  soon  is  -he 
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repurchase  is  completed  'Jiis  account 
will  be  credited  bv  the  SSBtC  m  an 
amount  equal  to  the  discount  at  ^^liich 
the  sTock  was  repuTCOased  The  value  of 
SBA  s  liqmdaun?  mieresi  in  the  account 
will  decline  on  a  siiajghtli 


9((!ei 


iilv  fiv( 


r  the 


duration  of  anv  repurchase  finanang. 
whichever  is  longer!  In  the  event  of  a 
change  of  ownership  of  the  licensee. 
SBA  s  hquidaung  interest  conunues  in 
effect  on  the  same  terms  as  would  have 
applied  h^d  the  change  of  ownership 
not  taken  place 

The  balance  m  the  new  capital 
account  mav  be  included  m  the 
licensee  s  pnvate  capital  only  for 
purposes  of  caicuiating  the  Licensee's 

In  order  to  make  the  SBA  liquidating 
interest  a  matter  of  public  record,  the 
SSBIC  wiU  be  required  to  evidence  it  by 
an  amendment  to  its  .^nicies  of 

2  .An  SSBIC  that  finances  ill 
repurchase  through  SBA  or  a  third  party 
lender  will  be  expeaed  to  agree  that, 
during  the  temi  of  the  financing,  or  unul 
pn\aie  capital  m  the  amount  of  the 
repurchase  pnce  is  raised  twhichever  is 


which  the  apphcauooa  are  received. 
subiect  to  any  special  needs  of  severely 
distressed  licensees,  SBA  anuapaies 
that  all  repurchases  will  be  completed 
within  three  vears  from  the  effective 
dale  of  the  final  rule. 

Aulhohry:  TitJ*  HI  of  tliB  Snull  Business 
Ijivestraenl  Act.  15  U  5.0  681  et  setf .  15 
use  6871C1.  15  US  C  683   I5  U  S.C  687d: 
15USC5878;  15  U  S  C  6«7b:  15  US  C 
687ID.  is  amended  by  Pub.  L  10Z-36&. 

Dated.  March  24.  1»4. 
Er^kuuB  Bowka. 

IFR  C)oc  9+-7947  Tiled  3-31-**  8  45  tml 


nllr 


a  Make  anv  distribution 
any  non-SBA  shareholder  a 
(as  defined  m  UCFR  107  3)  of  the 
licensee,  except  with  the  prior  approval 
of  SBA.  This  IS  to  protea  the  value  of 
SBA  s  bquidaung  interest. 

b  Prepav  the  financing  without  SBAs 
approval  This  is  intended  to  conserv* 
the  cash  resources  of  the  SSBIC.  avoid 
the  use  of  it5  idle  funds  for  the 
repurchase,  and  avoid  the  transfer  of 
ca&h  resources  from  the  SSBIC  Lo  SBA. 

c.  Apply  for  new  leverage  from  SBA. 
This  IS  meant  to  encourage  the  SSBIC  to 
raise  new  capital  for  the  repurchase. 
Refundings  of  existing  leverage  would 
not  be  restricted  by  this  pro^^slon. 

d.  Grant  a  security  interest  in  ils 
a&seis  to  any  party  other  than  SBA.  This 
IS  to  protect  the  value  of  SBAs 
bquidaung  interest, 

AppUcaUOQ  ProceduiB 

After  considering  anv  comments 
received  concerning  this  Nouce.  SBA 
wiU  distribute  a  Policy  and  Procedure 
Release  lo  ail  SSBICs  announcing  iho 
commencement  of  the  Repudihasa 
Program  and  explaining  the  applicaUon 
procedures,  All  hcenseeswith 
ouuianding  3%  preferred  stock  \v\\i 
then  have  one  year  to  apply  to 
repurchase  their  stock  from  SBA.  No 
appucauoDS  will  be  accepted  after  that 
date 
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The  first  copy  of  each  GAO  report  and  testimony  is  free. 
Additional  copies  are  $2  each.  Orders  should  be  sent  to  the 
following  address,  accompanied  by  a  check  or  money  order 
made  out  to  the  Superintendent  of  Documents,  when 
necessary.  Orders  for  100  or  more  copies  to  be  mailed  to  a 
single  address  are  discounted  25  percent. 
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U.S.  General  Accounting  Office 

P.O.  Box  6015  *   .^  » 

Gaithersburg,  MD  20884-6015 

or  visit: 

Room  1100 

700  4th  St.  NW  (corner  of  4th  and  G  Sts.  NW) 
U.S.  General  Accounting  Office 
Washington,  DC 

Orders  may  also  be  placed  by  calUng  (202)  512-6000 

or  by  using  fax  number  (301)  258-4066,  or  TDD  (301)  413-0006. 

Each  day,  GAO  issues  a  list  of  newly  available  reports  and 
testimony.  To  receive  facsimile  copies  of  the  daily  list  or  any 
list  from  the  past  30  days,  please  call  (301)  258-4097  using  a 
touchtone  phone.  A  recorded  menu  will  provide  information  on 
how  to  obtain  these  lists. 
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TESTIMONY  OF 

PATRICIA  R.  FORBES 

ACTING  ASSOCIATE  DEPUTY  ADMINISTRATOR  FOR  ECONOMIC  DEVELOPMENT 

BEFORE  THE  HOUSE  SMALL  BUSINESS  COMMITTEE 

SEPTEMBER  28,  1995 


Good  morning,  Madam  Chairman  and  Members  of  the  Committee.  I  want  to 
thank  you  for  inviting  me  to  appear  before  you  this  morning  to  review  certain  aspects 
of  the  Small  Business  Investment  Company  (SBIC)  and  Specialized  SBIC  (SSBIC) 
Program.  Accompanying  me  is  Don  A.  Christensen,  Associate  Administrator  for 
Investment  who  assumed  direct  responsibility  for  this  program  as  of  September  5, 
1995.  Like  his  predecessor,  Robert  Stillman,  Don  is  a  chemical  engineer  (in  his  case 
from  MIT),  a  Harvard  Business  School  graduate,  and  a  long-time  veteran  of  the 
venture  capital  business.  However,  in  contrast  to  Mr.  Stillman,  his  venture  capital 
experience  has  been  in  this  program;  he  actually  managed  a  publicly-owned  SBIC  for 
thirty  years  of  his  career,  and  we  feel  very  lucky  to  have  him  on  our  management 
team.  Also  with  me  is  Darryl  K.  Hairston,  Deputy  Associate  Administrator  for 
Investment,  a  17-year  SBA  veteran  who  has  held  that  position  for  the  past  15 
months. 

The  mission  of  the  Small  Business  Administration  (SBA)  is  to  help  small 
business  get  started,  stay  in  business  and  grow  with  the  overall  objective  of  creating 
jobs  and  accelerating  the  growth  of  the  economy.  An  important  element  in  achieving 
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this  goal  is  making  capital  available  where  private  sources  alone  are  not  providing  it. 
The  Small  Business  Investment  Company  Program  provides  an  effective  vehicle  for 
accomplishing  this  in  that  it  marshals  private  resources,  both  human  and  financial,  in 
a  partnership  with  the  Government  to  meet  the  investment  capital  needs  of  the 
Nation's  small  business  community. 

An  SBIC  is  a  corporation  or  partnership  which  has  been  formed  by  private 
parties  for  the  purpose  of  investing  in  the  long-term  debt  and  equity  securities  issued 
by  small  businesses.  It  is  licensed  by  the  Small  Business  Administration.  SBA  then 
regulates  the  SBIC's  operations  and  supplements  (or  leverages)  its  private  capital  by 
providing  a  Government  guarantee  of  its  debentures  or  participating  securities  enabling 
them  to  be  sold  in  the  securities  markets.  It  should  be  emphasized,  however,  that  an 
SBIC  is  free  to  invest,  so  long  as  it  conforms  to  SBA  regulatory  guidelines,  in  any 
business  opportunity  which  its  management  considers  attractive  and,  further,  that  any 
losses  the  SBIC  sustains  from  such  investments  come  out  ef  its  own  capital  before 
there  is  any  loss  on  the  SBA-guaranteed  securities.  ... 

The  SBIC  investment  vehicle  was  created  by  the  Small  Business  Investment  Act 
of  1958.  Since  that  time  they  have  made  a  major  contribution  to  the  Nation's 
economy,  investing  nearly  $12  billion  in  some  77,000  small  business  concerns. 

THE  SBIC  PROGRAM  TODAY 

Today  there  are  187  active  regular  SBICs  and  90  Specialized  SBICs  (which 
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invest  only  in  businesses  owned  and  controlled  by  persons  whose  ability  to  compete 

in  the  free  enterprise  system  is  hampered  by  social  or  economic  disadvantages).  These 

277  firms  have  $3.5  billion  of  private  capital  and  $1.07  billion  of  SBA-guaranteed 

leverage  broken  down  as  follows: 

CURRENT    SBIC/SSBIC    PROGRAM    TOTALS 
($    in   millions) 

#         Privaue    Capital         SBA   Leverage  Total 

SBICs               187          $3,2S4        (94%)           $       778        (73%)  $4,062        (89%) 

SSBICs               90                  199        (     6%)                   292        (27%)  491        (11%) 

277          $3,484     (100%)           $1,070     (100%)  $4,554     (100%) 

As  you  are  aware,  a  complete  overhaul  and  rejuvenation  of  the  SBIC  program 
occurred  with  the  passage  of  the  Small  Business  Equity  Enhancement  Act  of  1992 
and  the  implementation  of  its  provisions  in  the  Agency's  regulations  issued  in  April  of 
1  994.  The  new  program  incorporates  the  best  practices  of  the  private  venture  capital 
industry  as  well  as  the  lessons  learned  from  past  experience  of  the  SBIC  program.  The 
result  has  been  an  enormous  strengthening  of  the  program  and  correction  of  the 
weaknesses  that  had  led  to  well-publicized  problems  of  the  past. 

In  response  to  the  new  regulations,  55  new  SBICs  have  been  licensed  in  fiscal 
years  1  994  and  1  995,  representing  $820  million  of  private  capital.  The  new  licensees 
meet  the  tough  requirements  of  the  new  regulations: 
o  All  have  been  carefully  screened,   especially  for  quality  and   experience  of 

management. 
0  They  have  been  licensed  to  use  the  form  of  leverage  which  best  matches  their 

investment  programs:  for  those  which  make  loans  and  have  interest  income, 
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the    SBA    offers    the    traditional    debt    leverage.    For    those    making    equity 
investments    where    current    income    is    deferred,    the    SBA    uses    the    new 
Participating  Security. 
0  The  individual  new  SBICs  have  private  capital  averaging  $15.5  million  each, 

compared  with  an  average  of  $2.4  million  for  those  licensed  in  fiscal  year 
1992.     A    larger    capital    base    allows    the    company    to    secure    stronger 
management  and  to  have  greater  diversity  of  its  investments. 
A  total  of  30  SBICs  have  now  been  licensed  to  use  the  participating  security, 
representing  committed  private  capital  of  $461.7  million,  or  an  average  of  $15.5 
million  each.  In  addition,  we  have  on  hand  67  applications  for  SBIC  licenses,  including 
10  that  already  have  committed  private  capital  of  $146  million. 

In  view  of  the  quality  of  the  management  of  the  new  SBICs,  their  larger  capital 
base  and  the  use  of  participating  security  leverage,  the  prospects  for  the  SBIC 
program  have  never  been  brighter.  However,  as  the  Committee  well  recognizes,  we 
still  must  be  prepared  to  address  problems  which  may  arise  from  licensees  under  me 
old  program. 

Of  the  277  SBICs  and  SSBICs  currently  operating,  222  were  licensed  under  the 
old  rules.  Their  distribution  is  as  follows: 
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SBICs  Licensed  under  the  "Olci"  Procrram 
($  in  thousands) 


Number 

Private 
Capital 

SBA 
Leverage 

142 

%2^ 

477,515 

$518, 153 

11 
27 
13 
30 

$2, 
$ 
$ 
$ 

013, 984 

385,479 

47,425 

39, 628 

-  $0  - 
$387, 820 
$  57,440 
$  70,186 

90 

^ 

199, 125 

$292, 286 

14 
7 
11 
14 
44 

$ 
$ 
$ 
$ 

$ 

37,097 
32,640 
59, 926 
25,229 
44,233 

-  $0  - 
$  66,355 
$100, 626 
$  40,215 
$  85,090 

Total  Regular  SBICs 

Consisting  of : 

Non- leveraged  SBICs 
>$5  million  capital 
$2.5-$5  million  capital 
<$2.5  million  capital 


Total  SSBICs 

Consisting  of: 

Non-leveraged  SSBICs 

Medallion 

>$2.5    million    capital 

$1.5-$2.5   million   captl 

<$1.5    million   capital 


Our  principal  concerns  are  with  the  30  SBICs  not  meeting  the  $2.5  million 
current  statutory  minimum  capital  requirement  for  licensing  and  the  44  SSBICs  not 
meeting  the  SSBIC  $1 .5  million  statutory  minimum  capital  requirement,  even  though 
they  met  the  applicable  licensing  minimums  when  formed.  These  constitute  6.6%  and 
8.0%,  respectively,  of  the  $1 .07  billion  in  outstanding  SBA-guaranteed  leverage,  and 
their  performance  is  being  monitored  most  carefully. 

EFFECTIVE  OVERSIGHT  TO  MINIMIZE  LOSSES 

We  recognize  that  some  losses  in  the  SBIC  program  are  inevitable;  our 
challenge  is  to  keep  them  as  low  as  possible  without  jeopardizing  program  objectives. 
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In  calling  these  hearings,  the  Committee  raised  a  number  of  questions 
concerning  the  risk  of  losses  among  the  SBICs  licensed  under  the  "old"  standards.  In 
responding,  I  would  like  to  describe  in  some  detail  the  policies  and  procedures  that  the 
Investment  Division  of  SBA  is  currently  employing  in  its  efforts  to  minimize  losses 
among  this  group. 

The  key  to  minimizing  SBA's  losses  is  providing  effective  oversight  of  SBIC 
performance  so  as  to  identify  potential  problems  early  and  act  on  them  promptly.  This 
involves: 

1 .  Obtaining  accurate,  meaningful  information  in  a  timely  manner, 

2.  Performing  a  careful  and  intelligent  analysis  of  the  data,  and 

3.  Implementing  effective  action  promptly  in  addressing  the  problems. 
SBA's    Investment   Division   has   gone  to   great  lengths  to   insure   that   it  is 

accomplishing  these   functions   effectively   and   efficiently.   To   this   end   we   have 
concentrated  on  five  principal  areas: 

1 .  Improving  the  quality  of  data  reported  by  licensees 

2.  Automating  the  systems  for  transmitting  and  handling  the  data 

3.  Improving  the  verification  of  reported  data 

4.  Establishing  an  effective  organization  to  manage  oversight 

5.  Strengthening  the  liquidation  function 

Let  me  describe  some  of  the  Division's  efforts  in  each  of  these  areas. 
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IMPROVING  DATA  QUALITY 

One  of  the  historic  weaknesses  of  the  SBIC  program  has  been  in  the  area  of 
financial  reporting.  The  accounting  for  investment  companies,  which  includes  SBICs, 
differs  from  that  for  normal  operating  companies  in  that  a  major  component  of 
financial  performance  is  what  is  termed  "changes  in  unrealized  appreciation  or 
depreciation  of  investments."  For  investment  companies,  financial  performance  is 
represented  by  the  sum  of  (a)  net  investment  income  (the  excess  of  income  from 
interest,  dividends  and  fees  over  the  investment  company's  basic  operating 
expenses),  net  realized  capital  gains  or  losses  on  disposition  of  securities  (the  amount 
by  which  the  proceeds  received  from  selling  investments  exceeds  their  original  cost), 
and  changes  in  net  unrealized  appreciation  or  depreciation  of  investments  (the  change 
in  the  value  of  the  investment  portfolio  during  the  period  relative  to  its  cost).  The  first 
two  components  are  relatively  easy  to  measure  since  they  are  largely  cash-based 
transactions;  however,  the  third  requires  a  subjective  judgment  as  to  the  current  value 
of  a  large  number  of  portfolio  securities  which  generally  were  acquired  in  private 
investment  transactions.  Although  SBA  had  long  had  a  policy  addressing  the  issue  of 
SBIC  portfolio  valuation,  it  was  so  general  as  to  be  little  practical  use. 

With  the  April  1994  regulations,  however,  meaningful  standards  of  valuation, 
reflecting  actual  venture  capital  industry  practice,  were  introduced.  As  of  December 
31,   1994,  every  SBIC  was  required  either  to  adopt  the  SBA  model  of  investment 
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valuation  procedures  or  to  submit  its  own  alternative  procedures  for  approval. 
Approximately  95%  of  the  licensees  chose  to  adopt  SBA's  version.  The  SBIC's  public 
accountants  are  required,  in  rendering  their  opinion  on  a  licensee's  annual  financial 
statements,  to  opine  that  the  valuation  procedures  were  used  and  appropriately 
documented. 

We  use  the  concept  of  "impairment  of  capital"  as  a  fundamental  measure  of  the 
financial  soundness  of  an  SBIC.  Essentially  this  is  the  ratio  of  the  SBIC's  cumulative 
"losses"  (including  "unrealized  losses"  reflected  in  its  depreciation  of  investments 
account)  to  its  private  capital.  Thus,  at  a  50%  impairment,  one  half  of  the  SBIC's 
private  capital  has  been  lost,  and  at  100%  it  has  all  been  lost.  This  is  important  since 
private  capital  represents  a  cushion  against  the  impact  of  future  losses  on  the  SBIC's 
SBA-guaranteed  securities.  For  many  SBICs  the  change  in  unrealized  appreciation  is 
largely  determinative  of  their  "losses"  and,  hence,  their  degree  of  impairment. 
Consequently,  having  effective  valuation  procedures  is  a  major  cof^tributor  to  the 
quality  of  data  being  reported,  but  there  is  also  the  issue  of  timeliness. 

AUTOMATION  OF  DATA  HANDLING 

The  Investment  Division  has  made  a  major  investment  in  automation  since  even 
accurate  SBIC  reports  lose  much  of  their  value  if  they  are  not  processed  efficiently  in 
a  timely  manner.  This  automation  allows  SBIC  analysts  and  examiners  much  faster 
access  to  critical  financial  data.  Last  year  electronic  filing  of  the  annual  financial  report 
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from  SBICs  was  adopted.  Now,  licensees  utilize  software  developed  by  the 
Investment  Division,  which  incorporates  edit  checks  to  insure  data  accuracy,  to 
prepare  the  report.  The  licensee  then  transmits  the  data  files  of  information  from  the 
financial  statements  via  diskette  or  modem  to  the  Investment  Division  where  they  are 
transferred  onto  the  Division's  internal  SBIC  Program  Information  System.  This  utilizes 
a  local  area  network  so  that  division  personnel  have  immediate  access  to  the  data. 
Furthermore,  various  financial  analysis  tools  are  provided  to  facilitate  an  evaluation  of 
the  data,  including  information  spreadsheets  with  a  calculated  impairment  ratio. 
Consequently,  an  impairment  ratio  based  on  the  latest  financial  information  received 
from  a  licensee  is  always  readily  available.  Impairment  ratios  are  calculated  for 
licensees  without  leverage,  annually;  for  licensees  with  leverage  semi-annually;  for 
licensees  with  outstanding  participating  securities  or  funding  commitments,  quarterly 
or  within  30  days  of  requesting  leverage;  and  for  licensees  on  the  watch  list,  at  least 
quarterly  and  sometimes  monthly. 

Use  of  a  watch  list  began  in  1  992  when  the  Investment  Division  developed  the 
list  to  track  SBIC\SSBICs  which  had  reached  thresholds  of  impairment  above  safe 
levels.  Those  levels  were  35%  for  SBICs  and  50%  for  SSBICs.  In  addition, 
SBIC\SSBICs  with  other  problems  such  as  poor  earnings  or  serious  regulatory 
violations  were  added.  The  aim  of  the  list  was  to  stay  on  top  of  problem  companies 
and  know  what  actions  were  being  taken  to  correct  the  problems  or  move  the 
companies  toward  liquidation. 
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At  the  time  it  was  developed  the  list  was  reviewed  with  management  in  a  very 
cursory  manor  once  or  twice  a  year.  Under  those  conditions  the  list  was  of  limited 
value,  however,  it  did  segregate  known  problems.  In  early  1994  SBA  began  to  use 
the  watch  list  more  effectively.  A  watch  list  committee  was  developed.  The 
committee  is  made  of  senior  managers  from  both  operations  and  liquidation.  As  often 
as  needed,  generally  monthly,  the  committee  meets  and  agrees  on  a  plan  of  action 
with  specific  deadlines  for  each  company  on  the  watch  list.  If  a  company  has  a 
problem  which  could  result  in  a  recommendation  for  transfer  to  liquidation  the 
committee  members  from  the  Office  of  Liquidation  have  an  equal  vote  with  the 
operations  people.  This  system  insures  that  SBA  promptly  acts  on  problems  identified 
either  through  examination  or  financial  analysis. 

The  Investment  Division  has  also  installed  a  comprehensive  correspondence 
tracking  system  which  reports  when  a  particular  financial  report  was  received,  the 
date  by  which  the  financial  analyst  must  complete  the  review  of  the  statement,  and 
the  actual  date  of  completion. 

VERIFICATION  OF  DATA 

Our  third  area  of  emphasis  involves  verification  of  the  data  which  SBICs  report 
by  conducting  periodic  examinations  of  them.  The  Investment  Division  assumed 
responsibility  for  this  function  on  October  1 , 1  992,  when  the  Equity  Enhancement  Act 
of  1992  transferred  it  from  the  Office  of  Inspector  General. 
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The  Small  Business  Investment  Act  of  1958  requires  that  SBICs  be  examined 
every  two  years.  As  shown  in  the  table  below,  there  has  been  steady  improvement 
in  the  frequency  of  SBIC  examinations  since  the  Investment  Division  assumed  this 
responsibility  in  1992. 


Examinations 

Number  of 

Examination  C 

Fiscal  Year 

Conducted 

Licenses 

iin 

months) 

1992   (IG) 

121 

322 

32 

1993   (ID) 

183 

280 

19 

1994   (ID) 

220 

262 

14 

1995   (ID) 

237 

277 

14 

It  should  be  noted  that  even  though  the  average  examination  cycle  currently  is  14 
months,  in  our  effort  to  minimize  losses  we  examine  licensees  utilizing  SBA  leverage 
on  a  12-month  cycle,  twice  as  often  as  the  statute  requires.  Non-leveraged  SBICs, 
such  as  most  bank  affiliates,  are  examined  on  the  24-month  cycle  required  by  statute. 
An  effective  SBIC  examination  is  critical  in  verifying  the  data  submitted  by  a 
licensee  and  our  efforts  to  minimize  losses.  It  begins  with  a  review  of  the  workpapers 
relating  to  the  last  examination  and  a  determination  of  the  status  of  any  findings  noted 
in  the  prior  report.  Examiners  request  Dun  &  Bradstreet  reports  on  all  financings  made 
since  the  last  examination  to  evaluate  the  type  of  business,  size,  ownership,  control 
and  any  affiliations  of  portfolio  concerns.  Letters  are  mailed  to  small  concerns  that 
have  received  financing  from  the  licensee  to  confirm  the  substance  thereof. 
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During  the  onsite  phase  of  the  examination,  the  examiner  reviews  the  licensee's 
accounting  books  and  records  (including  the  general  ledger,  cash  receipts  and 
disbursements  journal,  stock  ledgers,  minute  books,  canceled  checks,  and  bank 
statements.)  The  examiner  then  makes  a  comprehensive  review  of  the  licensee's 
financing  files  for  all  loans  and  investments  made  since  the  last  examination.  The 
examiner  also  reviews  the  licensee's  portfolio  valuations  to  determine  whether  they 
are  in  accordance  with  the  licensee's  approved  valuation  policy.  During  their 
examinations,  the  examiners  on  average  visit  two  of  the  small  business  concerns  in 
which  the  SBIC  has  invested  to  verify  the  use  of  financing  proceeds  and  corroborate 
information  in  the  licensee's  files  (such  as  ownership,  officers  and  directors  and  terms 
of  the  financing).  He  will  also  hold  an  exit  interview  with  the  SBIC's  management  to 
discuss  his  preliminary  findings  and  receive  their  comments  on  them. 

After  completing  the  onsite  phase  of  the  examination,  the  examiner  prepares 
a  report  detailing  all  findings  (indications  of  regulatory  violations)  noted  during  the 
examination.  The  report  is  provided  to  the  SBIC's  analyst  who  reviews  it  to  determine 
whether  or  not  the  cited  findings  are  violations  of  the  SBIC  regulations.  A  letter 
confirming  any  violations  and  the  steps  that  must  be  taken  by  the  licensee  to  resolve 
these  violations  is  sent  to  the  licensees  along  with  a  copy  of  the  examination  report. 
Licensees  are  given  deadlines  for  resolution,  and  these  dates  are  monitored  for 
compliance  by  the  Division.  A  database  with  the  results  of  every  examination  report 
issued  since  October  1 ,  1  992,  is  maintained  on  the  division's  local  area  network.  As 
findings  are  resolved,  the  resolution  date  is  recorded  in  the  examination  database.  It 
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should  be  emphasized  that  the  financial  analysts  are  responsible  for  the  resolution  of 
examination  violations,  not  the  examiners.  However,  the  examiners  are  kept  informed 
and  maintain  comprehensive  files  with  copies  of  all  correspondence  related  to  an 
examination.  The  examiners  themselves  are  located  in  seven  nationwide  field  offices 
and  communicate  with  headquarters  analysts  in  the  Office  of  SBIC  Operation  by 
phone,  FAX,  and  electronic  mail. 

It  should  be  noted  that  the  Office  of  Examination  in  the  Investment  Division, 
which  has  responsibility  for  SBIC  examinations,  is  a  separate  unit  that  reports  directly 
to  the  Associate  Administrator  for  Investment  and  is  headed  by  a  director  who  has 
equal  standing  with  the  three  other  office  directors  in  the  division.  Examination  reports 
are  issued  by  the  Office  of  Examinations  without  prior  review  or  input  from  anyone 
outside  of  that  office.  Examiners  are  free  to  report  any  instance  of  noncompliance 
with  the  Act  or  regulations.  Investment  Division  procedures  require  that  all  findings 
involving  violations  that  are  reported  by  examiners  be  resolved  by  the  licensee. 
Whenever  there  is  a  dispute  over  the  validity  of  an  examination  finding,  the  matter  is 
referred  to  the  Deputy  Associate  Administrator  for  Investment  for  a  final  decision. 

During  the  past  three  years  that  the  Office  of  Examination  has  had  responsibility 
for  the  examination  function,  we  know  of  no  instance  in  which  an  examiner  was 
influenced  or  pressured  to  refrain  from  reviewing  a  particular  financing  or  reporting  a 
finding,  to  withdraw  a  finding,  or  to  change  the  way  the  examination  report  was 
written. 
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AN  EFFECTIVE  ORGANIZATION  FOR  MANAGING  OVERSIGHT 

Finally,  we  have  concentrated  on  refining  our  management  systems  to  insure 
proper  oversight  of  the  SBIC  program  with  existing  staff  resources.  The  key  to  this 
is  the  Division's  financial  analysts  who  are  responsible  for  knowing  their  assigned 
SBICs  intimately.  They  are  responsible  for  monitoring  its  financial  condition,  evaluating 
any  requests  for  additional  leverage  or  regulatory  approvals,  and  insuring  that  the 
licensee  is  in  compliance  with  SBA  regulations.  In  addition  to  reviewing  the  licensees' 
submissions  and  interacting  with  licensee  management  by  telephone,  analysts 
periodically  visit  the  SBICs,  which  enables  them  to  better  evaluate  SBIC  management 
and  the  SBICs  portfolio  companies.  The  analysts  also  receive  portfolio  financing 
reports  from  each  SBIC  within  1  5  days  of  making  a  new  investment  which  enables 
them  to  monitor  the  current  investment  activities  of  the  SBICs.  The  analyst  is  also 
required  to  provide  a  briefing  to  examiners  prior  to  the  examination  of  a  licensee  in 
order  to  assist  the  examiners  in  better  focusing  the  examination  and  to  make  certain 
that  areas  of  concern  to  the  analyst  are  fully  covered  in  the  examination. 

Since  it  is  from  the  extension  of  leverage  that  SBA's  losses  occur,  formal 
procedures  have  been  established  for  approving  SBIC  leverage  requests.  While  this 
had  been  largely  automatic  in  the  past,  the  amount  of  SBA  leverage  granted  and  the 
amount  of  other  debt  permitted  is  now  dependent  upon  the  financial  condition  of  an 
SBIC.  Requests  for  leverage  must  be  accompanied  by  a  financial  statement  for  a 
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period  ending  not  more  than  30  days  prior  to  the  application  date,  and  licensees  with 
an  impairment  ratio  exceeding  35%  generally  will  not  be  considered  for  leverage. 

Under  the  current  procedure,  the  analyst  prepares  a  detailed  credit  analysis  and 
presents  it  to  the  Credit  Review  Committee,  comprised  of  Investment  Division  senior 
managers,  which  makes  its  determination  of  whether  the  credit  should  be  granted. 
The  Committee's  recommendation  must  then  be  approved  by  the  Associate 
Administrator  for  Investment  before  disbursement.  As  a  result,  credit  extension  has 
been  more  deliberate  than  it  was  before  the  1  992  reform  legislation,  with  3;  1  debt  to 
equity  ratios  seldom  being  granted  now.  Also,  to  further  reduce  the  risk  of  loss,  new 
rules  have  also  been  adopted  to  restrict  the  amount  to  which  SBA  is  subordinated  and 
to  require  SBA's  prior  approval  for  significant  amounts  of  secured  debt.  More  than 
85%  of  the  leverage  issued  since  April  1  994  has  gone  to  the  new  licensees  plus  4  of 
the  older  SBICs  that  would  have  qualified  for  licensing  under  the  new  criteria. 

The  analysts  are  also  responsible  for  bringing  to  the  attention  of  Division 
management  any  financial  or  regulatory  problems  that  develop  at  an  SBIC  that  might 
justify  Its  addition  to  the  watch  list.  Any  SBIC  whose  capital  impairment  reaches  35% 
(50%  in  the  case  of  SSBICs)  is  automatically  added  to  the  watch  list  as  well  as  any 
SBIC  with  other  serious  problems.  Licensees  on  the  watch  list  are  monitored  especially 
closely.  Their  impairment  must  be  calculated  quarterly,  or  more  frequently  if  deemed 
necessary  by  the  Division,  and  they  must  submit  unaudited  financial  statements 
quarterly  as  well.  The  watch  list  committee  meets  periodically  to  review  watch  list 
situations  and  evaluate  alternatives  for  dealing  with  them.   At  such  time  as  it  is 
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determined  that  permanent  impairment  in  excess  of  50%  (75%  in  the  case  of  SSBICs) 
or  some  other  actionable  violation  of  the  regulations  exists,  a  pre-liquidation  meeting 
is  held.  It  is  chaired  by  the  Associate  Administrator  for  Investment  and  includes  key 
Division  personnel  as  well  as  one  or  more  representatives  of  the  Office  of  General 
Counsel.  The  transfer  of  a  licensee  to  the  Office  of  Liquidation  occurs  at  this  meeting 
if  after  careful  review  of  the  circumstances  such  action  is  warranted. 

A  STRENGTHENED  LIQUIDATION  CAPABILITY 

SBA  has  several  different  approaches  to  the  liquidation  of  an  SBIC  depending 
upon  the  financial  condition,  type  of  assets,  and  reason  for  being  placed  in  liquidation 
(nature  of  regulatory  violations).  SBICs  are  currently  being  liquidated  through  six 
different  mechanisms: 

1 )  SBA  receivership:  A  liquidation  r^ethod  established  through  a  proceeding 
in  federal  court  by  which  the  court  takes  control  of  the  SBIC  and 
possession  of  all  of  its  assets  and  appoints  the  SBA  to  serve  the  court 
as  receiver. 

2)  Settlement  agreements:  A  negotiated  liquidation  method  through  which 
an  SBIC  repays  its  obligation  to  SBA  under  SBA  supervision 

3)  Assignment  of  assets  to  SBA  A  liquidation  method  by  which  SBA  takes 
ownership  of  and  disposes  oT  the  assets  of  the  SBIC 

4)  Acquired  corporations:  A  liquidation  method  by  which  SBA  takes 
ownership  of  the  stock  of  the  SBIC  and/or  its  subsidiaries 

5)  Bankruptcy:  SBICs  formerly  had  the  right  to  file  for  bankruptcy  under  the 
U.S.  bankruptcy  code;  however,  current  law,  enacted  in  1  994,  prohibits 
this  and,  as  a  result,  there  will  be  no  future  liquidations  in  this  manner 
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6)         Other    litigation:     Civil  proceedings    other    than     receiverships    and 

bankruptcies  in   which  SBA   attempts  to   recover  against  the   SBIC's 

principals,    guarantors,  or    professionals    as    a    result    of    contract    or 
breaches  of  duty. 


SBA  has  developed  these  different  liquidation  approaches  (other  than  Bankruptcy)  to 
confront  the  different  problems  and  portfolios  that  failed  SBICs  present. 

In  addition,  the  Office  of  Liquidation  has  become  increasingly  proactive  in 
reviewing  and  reconstructing  accounting  records  and  pursuing  officers,  directors, 
accountants  and  controlling  persons  for  their  breach  of  duty  or  misdeeds  regarding 
SBICs.  In  several  instances,  SBA  has  now  received  a  greater  recovery  from  pursuing 
these  misdeeds  than  from  the  liquidation  of  the  failed  SBIC's  "portfolio". 

The  Office  of  Liquidation  has  developed  a  database  for  all  assets  in  liquidation 
status  which  enables  better  monitoring  of  the  liquidation  process  and  enhances 
marketing.  This  data  base,  along  with  a  questionnaire  (to  establish  qualified  buyers 
and  address  SEC  concerns)  enables  the  SBA  to  respond  to  inquiries,  connect  potential 
buyers  with  available  assets,  and  implement  limited  marketing  efforts.  The  Office  also 
IS  currently  in  the  process  of  procuring  additional  assistance  from  outside  contractors 
to  provide  litigation  support  and  assist  in  the  management  and  valuation  of  SBIC- 
acquired  assets. 

Not  every  case  transferred  to  the  Office  of  Liquidation  results  in  a  loss  to  SBA, 
but  that  is  where  the  Agency's  losses  are  ultimately  realized.  Under  our  Nation's  free 
enterprise  system,  everyone  faces  the  prospect  of  failure  as  well  as  the  opportunity 
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for  success.  In  administering  the  SBIC  program,  the  Investment  Division  of  SBA  has 
developed  and  employs  procedures  which,  we  believe,  provide  effective  oversight  of 
SBIC  operations,  permit  the  Division  to  respond  promptly  and  effectively  when 
adverse  developments  occur  at  an  SBIC,  and  minimize  the  losses  ultimately  realized. 

THE  CURRENT  POTENTIAL  LOSS  SITUATION 

Now  let  me  comment  briefly  and  provide  statistics  on  the  current  status  of  the 
SBIC  program's  problem  situations.  Because  the  expected  loss  profile  of  regular  SBICs 
is  quite  different  from  that  of  the  SSBICs,  I  will  address  each  group  separately. 

As  discussed  earlier,  we  believe  the  capital  impairment  ratio  to  be  one  of  the 
most  important  indices  of  an  SBICs  health,  and  we  have  typically  placed  an  SBIC  on 
the  watch  list  when  its  impairment  ratio  reaches  35%  since  a  50%  impairment  ratio 
is  a  basis  for  transferring  it  to  liquidation.  SSBICs  are  added  to  the  watch  list  when 
their  impairment  ratio  reaches  50%  since  a  75%  impairment  ratio  is  needed  to  justify 
liquidation. 

Of  the  1  87  active  SBICs,  8  with  $35.7  million  of  leverage  currently  are  on  the 
watch  list.  This  represents  4.3%  of  the  SBIC  licensees  and  less  than  5%  of  the 
outstanding  leverage. 

Of  the  90  active  SSBICs,  1 4  with  $36.9  million  of  leverage  currently  are  on  the 
watch  list.  This  represents  15.6%  of  the  SSBIC  licensees  and  12.6%  of  the 
outstanding  leverage. 
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It  must  be  remembered  that  a  cushion  of  the  licensee's  own  capital  remains  in 
each  of  the  watch  list  licensees  as  well  as  in  most  liquidation  cases.  The  8  watch  list 
SBICs  had  $21.9  million  in  private  capital  underlying  their  $35.7  million  in  SBA 
leverage  and  the  14  SSBICs  had  $20.6  million  underlying  their  $36.9  million  in  SBA 
leverage.  Of  the  $72.6  million  of  leverage  currently  on  the  Watch  List,  the  ultimate 
loss  IS  not  expected  to  exceed  $4  million. 

There  are  currently  116  SBICs  and  73  SSBICs  in  liquidation.  This  represents 
41  %  of  the  466  combined  total  of  active  and  in  liquidation.  Total  leverage  outstanding 
for  the  licensees  in  liquidation  is  $501  million.  While  this  is  the  maximum  possible 
loss,  It  is  expected  that  approximately  half  of  it  will  be  recovered  resulting  in  a  final 
loss  of  about  $250  million.  SBA  prepares  an  Ultimate  Loss  Report  on  each  SBIC  in 
liquidation  as  of  September  30  of  each  year.  In  the  first  quarter  of  the  fiscal  year,  SBA 
will  have  updated  information  on  the  anticipated  loss  for  each  SBIC  in  liquidation 
status  which  will  be  available  to  you. 

During  this  fiscal  year  only  4  SBICs  and  2  SSBICs  have  been  transferred  to 
Liquidation  representing  outstanding  leverage  of  $8.5  million  and  $2.0  million, 
respectively.  As  can  be  seen  from  the  following  table,  that  represents  a  sharp 
reduction  from  previous  years'  experience  and  a  continuation  of  the  positive  trend  of 
recent  years: 
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Licensees   Transferred   to   Liquidation 

SBICs  SSBICs                                            Total 

Fiscal                    ■  Leverage   when  Leverage   when                         Leverage 
when 

Year              Num        Transferred  Num              Transferred            Num           Transferred 

1995                    4               $8,500,000  2 

1994                  10            $38,450,000  7 

1993                  11            $52,174,604  13 

1992                  13            $51,750,192  12 

1991                 22         $122,002,399  9 


As  a  result  of  the  Office  of  Liquidation's  efforts  more  than  1200  separate 
assets  in  a  liquidation  status  at  the  beginning  of  the  fiscal  year  will  have  been  sold, 
charged-off,  or  released  as  a  result  of  SBA  having  been  paid  on  the  outstanding 
obligations.  Additionally,  more  then  $40  million  has  been  returned  from  the  liquidation 
of  SBICs  to  the  federal  Treasury  this  fiscal  year. 

An  important  point  to  note  is  that  Congress  has  previously  appropriated  funds 
which  have  paid  for  all  losses  to  date  and  will  pay  for  future  losses  on  SBA  leverage 
committed  to  date.  For  those  SBICs  and  SSBICs  transferred  to  liquidation  with 
leverage  issued  on  or  before  September  30,  1991,  the  SBA's  obligations  have 
previously  been  paid  in  full.  Any  future  defaults  on  this  leverage  will  be  paid  from  an 
account  with  ample  (over  $400  million)  previously  appropriated  funds,  even  though 
this  account,  the  "Business  Loan  Liquidating  Account,"  services  other  SBA  programs 
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For  the  $649  million  of  leverage  issued  since  September  30,  1991,  ($317 
million  in  SBIC  debentures,  $228  million  in  participating  securities  and  $105  million 
in  SSBIC  subsidized  debentures  and  4%  preferred  stock).  Congress  has  in  fiscal  years 
1992  through  1995  appropriated  a  total  of  $122  million  as  a  reserve  to  fund  any 
future  losses  and  pay  any  interest  subsidy. 

CONCLUSION 

In  conclusion,  therefore,  it  is  clear  that  following  the  enactment  of  the  1992 
SBIC  reform  legislation,  SBA  has  taken  important  steps  to  improve  its  administration 
of  the  SBIC  program  and  to  minimize  potential  future  losses  from  the  program.  It  has 
significantly  improved  its  oversight  of  the  SBIC  licensees  through  improved  valuation 
policies  and  automation  of  reporting  to  provide  early  warnings  of  developing  problems; 
it  has  organized  its  Investment  Division  to  insure  close,  informed  supervision  of  all 
licensees  and  an  immediate,  effective  response  to  those  problems;  and  it  is 
committing  significant  resources  to  the  liquidation  function  itself  to  maximize 
recoveries  when  SBICs  fail.  In  view  of  these  actions  as  well  as  the  fact  that  the 
weaker  licensees  have  generally  exited  the  program,  resulting  in  the  large  number  of 
existing  liquidation  cases  for  which  reserves  have  been  provided,  major  new  losses 
are  not  expected  to  occur  in  the  program. 
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THE  SSBIC  3%  PREFERRED  STOCK  REPURCHASE  PROGRAM 

Finally,  you  have  asked  about  the  3%  preferred  stock  repurchase  program.  The 
stock  repurchase  program  was  established  by  Public  Law  1  01-1  62  enacted  Nov  21 , 
1989.  This  law  authorized  SBA  to  allow  SSBICs  to  repurchase  from  SBA  at  a  price 
less  than  par  value,  their  outstanding  3%  preferred  stock  held  by  SBA.  The  purpose 
of  this  law  was  to  provide  a  mechanism  to  revitalize  and  strengthen  the  SSBIC 
industry  without  undue  risk  to  SBA,  and  to  allow  SSBICs  to  continue  to  carry  out  their 
function  of  financing  small  concerns  owned  by  persons  whose  participation  in  the  free 
enterprise  system  is  hampered  by  social  or  economic  disadvantage. 

Specifically,  the  law  provided  the  following  direction  to  SBA: 

"the  Administration  is  authorized  to  allow  the  issuer  of  any  preferred 
stock  heretofore  sold  to  the  Administration  to  redeem  or  repurchase  such 
stock  upon  the  payment  to  the  Administration  of  an  amount  less  than 
the  par  value  of  such  stock.  The  Administration,  in  its  sole  discretion, 
shall  determine  the  repurchase  price  after  considering  factors  including, 
but  not  limited  to,  the  market  value  of  the  stock,  the  value  of  benefits 
previously  provided  and  anticipated  to  accrue  to  the  issuer,  the  amount 
of  dividends  previously  paid,  accrued,  and  anticipated,  and  the 
Administration's  estimate  of  any  anticipated  redemption.  The 
Administration  may  guarantee  debentures  as  provided  in  paragraph  (5) 
of  subsection  (c)  and  allow  issuer  to  use  the  proceeds  to  make  the 
payments  authorized  herein.  Any  monies  received  by  the  Administration 
from  the  repurchase  of  preferred  stock  shall  be  deposited  in  the  business 
loan  and  investment  fund  and  shall  be  available  solely  to  provide 
assistance  to  companies  operating  under  the  authority  of  section  301  (d), 
to  the  extent  and  in  the  amounts  provided  in  advance  in  appropriation 
Acts."  ,^  -  .,.      .  I  >    -.      .-»j  OP 
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In  preparing  to  implement  the  repurchase  program,  SBA  commissioned  two 
studies  by  outside  experts,  one  by  the  National  Academy  of  Public  Administration  and 
the  other  by  Irving  Burton  Associates,  to  assist  in  constructing  a  computer-based 
pricing  model.  This  model  recognized  the  criteria  set  out  in  the  enabling  legislation. 

In  January  1  992,  the  Investment  Division  conducted  a  pilot  repurchase  program 
using  the  pricing  model.  In  the  pilot  program,  the  pricing  model  produced  prices 
within  a  narrow  range  of  34-36%  of  par  value.  In  order  to  simplify  the  process,  a 
fixed  price  of  35%  for  all  transactions  was  adopted  for  the  roll-out  of  the  repurchase 
program.  Utilizing  what  was  learned  in  the  pilot  program,  in  April  1994  the  full 
repurchase  program  was  launched,  it  is  available  to  all  SSBICs  that  are  in  regulatory 
compliance  or  that  have  regulatory  violations  which  would  be  cured  by  the  repurchase 
of  their  3%  preferred  stock  at  35%  of  par  value.  For  SSBICs  that  are  financially 
distressed  (i.e.,  capital  impairment  of  at  least  1  0%  and  undistributed  realized  losses), 
the  obligation  to  pay  accrued  dividends  on  the  3%  preferred  stock  is  extinguished  at 
the  time  of  the  repurchase.  After  the  repurchase,  additional  SBA  leverage  will  only 
be  granted  if  the  SSBIC  has  the  required  minimum  capital  of  $1.5  million  and  is 
creditworthy.  For  SSBICs  that  are  not  financially  distressed,  the  obligation  to  pay 
accrued  dividends  is  reduced  ratably  over  a  five  year  period. 

The  basic  purpose  of  the  repurchase  program  is  to  allow  SSBICs  to  strengthen 
their  financial  condition  in  order  to  be  able  to  raise  additional  capital  for  future 
investments  in  disadvantaged  small  businesses.  Limited  methods  of  payment  were 
established  for  the  preferred  stock  to  insure  that  the  funds  which  would  otherwise  be 
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used  for  investment  in  small  disadvantaged  businesses  were  not  used  to  repurchase 
preferred  stoci<.  Of  the  21  SSBICs  that  repurchased  shares,  12  used  cash  from  new 
capital  infusions,  3  used  a  combination  of  new  capital  plus  the  capitalizations  of 
earnings  that  otherwise  would  have  been  available  to  distribution  to  shareholders,  and 
2  used  capitalization  solely.  Similarly,  the  forgiveness  of  dividends  accrued  by 
"distressed"  SSBICs  or  amortization  of  dividends  for  non-distressed  SSBICs  is 
consistent  with  Congress'  stated  objectives.  Since  preferred  dividends  must  be  paid 
out  before  there  can  be  any  distribution  to  investors,  it  is  unlikely  that  any  of  the 
SSBICs  could  have  raised  new  capital  to  accomplish  the  repurchase  and  maintain  their 
investment  programs  if  these  old  accruals  were  not  forgiven  or  amortized. 

The  primary  reason  for  allowing  any  SSBIC  in  regulatory  compliance  to 
participate  in  the  repurchase  program  without  regard  to  capital  impairment  is  to 
encourage  and  facilitate  the  investment  of  new  private  capital  into  all  SSBICs.  The 
repurchase  transaction  enables  the  SSBICs  to  attract  additional  private  capital,  thereby 
enhancing  their  ability  to  finance  small  business  owned  by  disadvantaged  individuals. 

We  believe  :t  is  too  early  to  ascertain  whether  the  program  is  meeting  its  stated 
objectives.  Certainly  the  majority  of  participants  in  it  to  date  have  demonstrated  a 
continuing,  active  investment  program.  In  any  case,  SBA  carried  out  the  Congress' 
expressed  wishes  in  its  implementation  of  the  3%  preferred  stock  repurchase 
program. 
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This  completes  my  testimony.  I  appreciate  your  affording  me  the  opportunity 
to  respond  to  your  concerns,  and  I  would  be  pleased  to  answer  any  questions  you 
may  have. 


For  Release  on 
Delivery  Expected 
at  10:00  a.m.,  LDT 
Thursday 
September  28.  IWS 
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Madame  Chair  and  Members  of  the  Committee: 

We  are  pleased  to  be  here  today  to  discuss  the  Small  Business 
Administration's  (SBA)  Small  Business  Investment  Company  (SBIC)  and 
Specialized  Small  Business  Investment  Company  (SSBIC)  programs.^ 
Five  hundred  ninety  companies  that  participated  in  these  programs 
have  failed  and  gone  into  liquidation  since  October  1,  1966.   We 
previously  reported  that  Capital  Management  Services,  Inc.  (CMS), 
an  SSBIC,  engaged  in  such  improper  management  practices  as  making 
loans  to  business  associates  and  purchasing  real  estate  that 
violated  SBA  regulations.^   We  also  reported  that  SBA's  oversight 
of  CMS  was  clearly  inadequate. 

This  morning  I  will  discuss  a  myriad  of  improper  management 
practices  engaged  in  by  the  SBICs  and  SSBICs  that  we  reviewed  and 
SBA's  indecisiveness  in  responding  to  regulatory  violations.   Next, 
Ms.  England-Joseph,  Director  of  Housing  and  Community  Development 
Issues,  will  discuss  specific  initiatives  that  SBA  should  take  to 
improve  its  ability  to  correct  the  types  of  management  problems 
that  we  identified. 

This  testimony  is  based  on  information  that  we  obtained  at 


Vor  information  on  the  manner  in  which  SBA  examines,  licenses,  and 
liquidates  SBICs  and  SSBICs,  see  Small  Business  Administration: 
Status  of  Small  Business  Investment  Companies  (GAO/T-RCED-95-145 , 
Mar.  28,  1995). 

^Small  Business  Administration:   Inadequate  Oversight  of  Capital 
Management  Services.  Inc. — an  S^BIC  (GAO/OSI-94-2 3 ,  Mar.  21,  1994). 
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your  and  then  Chairman  John  LaFalce's  request.   Using  case  studies, 
we  determined  whether  SBICs  and  SSBICs  (1)  had  engaged  in  improper 
management  practices,  including  regulatory  violations  and  suspected 
criminal  misconduct,  and  (2)  took  timely  corrective  actions  for  the 
regulatory  violations  identified  by  SBA.   At  our  request,  SEA 
identified  111  SBICs  and  SSBICs— half  active  and  half  currently  in 
liquidation— that  had  regulatory  violations.   We  selected  12  —  7 
SSBICS  and  5  SBICs— for  investigation,  focusing  on  SBICs  and  SSBICs 
that  had  been  (1)  transferred  to  SBA's  Office  of  Liquidation, 
(2)  found  to  have  engaged  in  serious  regulatory  violations  or  were 
on  SBA's  "Watch  List"  because  they  were  in  danger  of  becoming 
capitally  impaired,  or  (3)  had  been  referred  to  SBA's  Office  of 
Inspector  General  (OIG)  because  of  suspected  criminal  activities. 

In  summary,  we  found  that:  '    ■.     '       ■      ■  -   • 

The  SBICs  and  SSBICs  we  investigated  engaged  in  improper 
management  practices  similar  to  those  found  in  our 
investigation  of  CMS.   These  improper  practices  included  such 
regulatory  violations  as  loans  to  associates,  including 
officers  and  directors  of  the  licensees;  loans  for  prohibited 
real  estate  purchases;  and  loans  to  individuals  of 
questionable  eligibility.   A  number  of  these  regulatory 
violations  should  have  been  red  flags,  or  indicators,  of 
potential  criminal  misconduct. 
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Two  of  the  licensees  we  examined  are  currently  being 
investigated  by  U.S.  Attorney's  Offices.   The  investigation  of 
a  third  resulted  in  the  conviction  of  its  president  for 
soliciting  and  receiving  cash  payments  in  return  for  approving 
loans . 

In  addition,  the  SBICs  and  SSBICs  seldom  took  timely 
corrective  actions  for  regulatory  violations.   Furthermore, 
SBA  did  not  ensure  that  the  violations  were  corrected.   For 
the  SBICs  and  SSBICs  that  we  reviewed,  some  violations  went 
unresolved  for  2  to  5  years  or  more.   Estimated  losses  for  3 
of  the  5  companies  that  have  gone  into  liquidation, 
receivership,  or  bankruptcy  exceeded  $4  million. 

IMPROPER  SBIC  AND  SSBIC  MANAGEMENT  PRACTICES 

We  found  that  SBA  had  identified  improper  management  practices 
with  all  12  SBICs  and  SSBICs  that  we  investigated.   The  SBICs  and 
SSBICs,  located  in  seven  states,  provided  loans  to  business 
associates,  for  prohibited  real  estate  purchases,  and  to  recipients 
with  questionable  eligibility. 

Loans  to  Associates 

SBA  regulations  prohibit  an  SBIC  or  SSBIC  from  providing 
financing  to  any  of  its  associates,  which  include  any  officer  of 
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the  SBIC  or  SSBIC  and  any  close  relative  of  an  officer.   Loans  to 
associates  take  several  forms,  such  as  a  loan  to  a  business  in 
which  an  officer  or  director  has  an  interest  or  one  with  a 
condition  that  a  reciprocal  loan  from  the  loan  recipient  be  made  to 
the  licensee  officer  or  director.   In  addition  to  being  regulatory 
violations,  loans  to  associates  that  may  involve  misrepresentations 
in  loan  documents  that  conceal  the  true  recipient  or  purpose  of  the 
loan  should  be  red  flags  to  SBA  examiners  that  possible  criminal 
violations — such  as  false  statements,  mail  fraud,  or  wire  fraud-- 
may  exist.   The  following  are  examples  of  some  of  the  problems  that 
SBA  identified. 

Square  Deal  Venture  Capital  Corporation,  an  SBIC,  of  New 
Square,  New  York,  made  four  loans  totaling  $240,000  to  a 
realty  corporation,  between  1982  and  1989,  that  were 
prohibited  loans  to  associates.   Public  documents  reflect 
■  'J' .   Chaim  Berger,  a  director  of  Square  Deal,  as  the  president  and 
secretary  of  the  realty  corporation. 

Metro-Detroit  Investment  Company,  an  SSBIC,  of  Farmington 
Hills,  Michigan,  made  various  loans  totaling  over  $220,000  to 
a  health  care  facility.   Prior  to  these  loans,  certain 
Metro-Detroit  officers  had  personally  guaranteed  other  loans 
to  the  same  health  care  facility.   The  Metro-Detroit  loans 
released  the  Metro-Detroit  chairman  of  the  board,  his  wife, 
and  Metro-Detroit's  president  from  their  personal  loan 
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guarantees  to  the  facility. 

Between  1986  and  1990,  First  American  Capital  Funding,  Inc., 
an  SSBIC,  of  Fountain  Valley,  California,  made  15  loans  to 
relatives,  partners,  and  other  associates  totaling  $692,000. 
SEA  became  aware  of  12  loans  in  1993  and  directed  First 
American  to  divest  itself  of  the  loans.   Subsequently,  SEA 
learned  of  three  additional  loans  to  associates,  including  one 
for  $100,000,  of  which  $40,000  was  then  loaned  back  to  the 
president  of  the  SSBIC.   As  of  September  20,  1995,  six  of  the 
15  loans  were  unresolved. 

Prohibited  Real  Estate  Purchases 

SBA  regulations  prohibit  an  SEIC  or  SSBIC  from  providing  funds 
to  a  small  concern  to  purchase  real  estate,  or  to  release  it  from  a 
real  estate  obligation,  unless  the  funds  will  be  used  to  acquire 
realty  for  the  business's  activity  or  for  sale  to  others  after 
prompt  and  substantial  improvement.   The  following  details  some  of 
the  violations  that  SBA  identified. 

Alliance  Business  Investment  Company,  an  SBIC,  of  Tulsa, 
Oklahoma,  held  and  operated  substantial  prohibited  real  estate 
and  oil  and  gas  properties.   SBA  first  reported  these 
ineligible  holdings  in  1990,  but  not  until  1994  did  Alliance 
submit  to  SBA  an  acceptable  plan  to  divest  itself  of  the 
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properties.   As  of  August  1995,  Alliance  had  divested  itself 
of  ineligible  oil  and  gas  holdings  but  had  not  sold  the 
ineligible  real  estate  properties  in  accordance  with  the 
divestiture  plan. 

Square  Deal  made  a  $150,000  equity  investment  in  the  New 
Square  Hotel,  New  Square,  New  York.   According  to  documents  in 
the  SBA  loan  file,  Square  Deal's  president  approved  the 
investment.   However,  public  documents  show  him  as  the 
president  of  the  New  Square  Hotel.   Furthermore,  rather  than 
being  used  to  develop  a  commercial  hotel,  the  loan  proceeds 
were  used  to  acquire  and  operate  low-income  housing,  a 
prohibited  real  estate  practice.   In  its  1994  examination 
report,  SBA  did  not  identify  the  conflict  of  interest,  but 
noted  that  the  purchase  violated  regulations  prohibiting  this 
type  of  real  estate  investment.   Square  Deal  is  currently 
under  investigation  by  the  U.S.  Attorney's  Office  in  New  York. 

Four  Providence,  Rhode  Island,  SBICs  were  associated  with 
Arnold  Kilberg,  a  Rhode  Island  accountant.   Mr.  Kilberg  served 
as  president  of  Moneta  Capital  Corporation;  as  investment 
adviser  and  manager  of  Richmond  Square  Capital  Corporation  and 
Fairway  Capital  Corporation,  the  latter  of  which  was  owned  in 
part  by  his  children;  and  as  an  independent  accountant  to 
Wallace  Capital  Corporation.   These  SBICs  were  all  engaged  in 
prohibited  real  estate  transactions.   SBA  believes  that  one  of 
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the  transactions,  involving  all  4  SBICs,  was  designed  so  that 
Mr.  Kilberg  realized  a  $900,000  profit  from  the  sale  of 
downtown  Providence,  Rhode  Island,  property.   According  to 
SBA,  in  doing  so,  Mr.  Kilberg  engaged  in  a  scheme  to  misapply 
SBIC  funds  to  pay  off  personal  financial  obligations. 

Loans  to  Individuals  With  Questionable  Eligibility 

SSBICs  invest  in  disadvantaged  small  businesses — those  at 
least  50  percent  owned,  controlled,  and  managed  by  socially  or 
economically  disadvantaged  individuals.   Neither  the  law  nor  SBA 
regulations  define  "social  or  economic  disadvantage."   However,  SBA 
policy  provides  criteria  and  procedures  for  establishing  social  or 
economic  disadvantage.   SBA  requires  SSBICs  to  prepare  profiles  of 
small  business  concerns  to  document  their  eligibility  to  receive 
financing.   Eligibility  factors  include  minority  status,  low 
income,  unfavorable  location  of  business,  limited  education, 
physical  or  other  handicap,  past  or  prevailing  marketplace 
restrictions,  and  Vietnam-era  service  in  the  Armed  Forces. 

Some  SSBICs  dispersed  loans  to  individuals  whose  eligibility 
was  questionable.   The  loan  recipients  were  not  economically  or 
socially  disadvantaged  individuals.   Some  loans  were  to 
disadvantaged  businesses,  but  the  disadvantaged  owner  did  not 
control  the  operations  of  the  business  as  required  by  SBA 
regulations.   Several  of  these  involved  the  use  of  minority  fronts 
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that  were  controlled  by  the  SSBIC  that  provided  the  financing.   The 
specifics  on  some  of  these  loans  are  described  below. 

According  to  SBA  examination  findings,  FJC  Growth  Capital 
Corporation,  an  SSBIC,  of  Huntsville,  Alabama,  made  loans  to 
businesses  whose  eligibility  SBA  guestioned.   For  example,  a 
clothing  manufacturer  in  Alabama  was  owned  by  an  individual 
who  was  neither  economically  nor  socially  disadvantaged.   He 
was  not  a  member  of  a  designated  minority  group  and  neither 
his  home  nor  his  company  were  in  an  unfavorable  location. 
Furthermore,  the  individual  owned  two  other  clothing 
companies,  had  a  personal  net  worth  of  over  $12  million  in 
February  1993,  and  had  a  $575,000  residence. 

SBA  examinations  determined  that  both  Metro-Detroit  Investment 
Company  and  Mutual  Investment  Company,  Inc.,  two  SSBICs  in 
Michigan,  had  provided  funds  to  small  businesses  whose  owners 
were  wealthy  individuals  with  homes  and  businesses  in 
financially  stable  or  affluent  areas.   Most  ef  the  recipients 
were  Chaldeans  (Christian  Arabs)  or  of  other  Arabic  ancestry 
who  are  not  a  designated  minority  group.   Similar  to  our 
findings  in  our  March  1994  report  on  CMS,  the  eligibility 
profiles  for  these  individuals  were  boilerplate  checklists 
that  demonstrated  no  social  or  economic  disadvantage.      ■    '< 
Mutual 's  Chief  Financial  Officer  justified  the  economic 
disadvantage  of  the  individuals  by  saying  that  almost  any  area 
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would  qualify  as  one  with  high  unemployment  because  the  entire 
country  is  in  a  recession. 

Metro-Detroit  provided  $250,000  to  a  supermarket  owner  whose 
assets  were  valued  at  $64.4  million  and  whose  net  worth  was 
$24.6  million.   In  another  instance,  over  a  period  of  years, 
approximately  $313,000  went  to  a  grocery/party  store  owner 
whose  net  worth  was  $2.8  million,  exclusive  of  his  residence 
valued  at  $360,000.   Mutual  also  made  a  $260,000  loan  to  a 
liquor  store  owner  whose  net  worth  was  $642,565.   SBA 
determined  that  the  borrower  used  at  least  $58,332 — and 
possibly  over  $126,800 — toward  the  purchase  of  a  home. 

In  August  1994,  Mutual 's  president  was  convicted  of  receiving 
an  unlawful  benefit  for  soliciting  and  receiving  cash  payments 
in  return  for  approving  loans.   Mutual  is  in  liquidation  and 
SBA  estimates  a  loss  of  over  $1.5  million.   Metro  is  on  SBA's 
Watch  List  because  of  an  ongoing  criminal  investigation. 

In  1986,  allegations  arose  that  CVC  Capital  Corporation,  an 
SSBIC  in  New  York  City,  made  loans  to  companies  controlled  by 
its  president,  Jeorg  Klebe.   An  SBA  OIG  investigation 
concluded  that  Mr.  Klebe  had  devised  a  scheme  to  unlawfully 
obtain  loans  from  the  SSBIC  program.   He  created  four 
corporations.   Fifty-one  percent  of  the  stock  of  these 
corporations  was  held  by  a  minority,  but  Mr.'  Klebe  actually 
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controlled  the  corporations.   He  also  made  a  loan  to  another 
company  by  channeling  the  funds  through  one  of  the  four 
corporations  that  he  created. 

In  September  1992,  more  than  5  years  after  the  original 
allegations,  SBA  conducted  its  first  follow-up  examination  and 
found  that  CVC  had  violated  the  regulation  that  prohibits 
loans  to  nondisadvantaged  individuals.   SBA  transferred  CVC  to 
liquidation  for  such  reasons  as  conflict-of-interest 
transactions,  impermissible  investments,  improper  use  of 
funds,  and  excessive  management  fees.   CVC  received  a  total  of 
$5  million  from  SBA.   SBA  has  projected  a  $1  million  loss. 

SBICs  AND  SSBICs  DID  NOT  TAKE  TIMELY 
ACTIONS  TO  CORRECT  VIOLATIONS 

For  the  SBICs  and  SSBICs  we  reviewed,  some  violations  went 
unresolved  for  2  to  5  years  or  more.   Furthermore,  SBA  did  not 
ensure  that  the  violations  were  corrected.   According  to  SBA,  its 
usual  response  was  to  accept  from  the  SBICs  and  SSBICs  written 
assertions  that  corrective  actions  had  been  taken,  and  to  wait  for 
the  next  examination  for  verification.   As  a  result,  SBA  found 
continuing  and  recurring  violations  in  successive  examinations. 
The  following  provides  some  examples  of  the  recurrent  problems  that 
SBA  identified. 
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SBA  cited  an  SBIC  in  Tulsa,  Oklahoma,  in  1990  for  holding 
prohibited  oil  and  gas  properties.   Although  SBA  directed  the 
SBIC  to  divest  itself  of  all  such  properties,  it  had  not  fully 
complied  as  of  August  1995. 

SBA  instructed  a  California  SSBIC  in  1993  to  divest  itself  of 
12  loans  to  associates  and  relatives.   Between  1993  and  April 
1995,  SBA  had  identified  one  additional  loan  and  was  notified 
by  the  SBIC  of  two  additional  loans.   As  of  September  1995, 
the  SSBIC  had  not  resolved  six  of  these  loans. 

An  SBA  examination  determined  that  a  Louisiana  SSBIC  had 
overvalued  11  of  14  delinquent  loans  by  more  than  200 
percent — the  SSBIC's  valuation  was  $518,178;  SBA  examiners' 
valuation  was  $168,798 — increasing  the  SSBIC's  capital 
impairment  from  47  to  70  percent.   The  settlement  agreement 
between  SBA  and  the  SSBIC  required  the  SSBIC  to  reduce  its 
impairment  in  180  days.   After  180  days,  the  SSBIC's  capital 
impairment  had  instead  risen  to  84  percent;  but  SBA  gave  it  an 
additional  180  days  to  comply.   Ultimately,  the  SSBIC  failed 
and  went  into  bankruptcy.   SBA  projects  that  the  government's 
loss  will  be  more  than  $1.6  million. 

SBA  substantiated  allegations  that  a  New  York  SSBIC  was  making 
loans  to  minority  businesses  that  the  SSBIC  controlled.   Over 
5  years  after  SBA  had  substantiated  this  activity,  it 
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transferred  the  SSBIC  into  liquidation  and  the  government 
incurred  a  $1  million  loss. 

Even  though  SBA  has  taken  important  steps  to  improve  its 
examination  process,  its  response  to  examination  findings  is 
insufficient  to  reduce  the  likelihood  of  repeat  violations  and 
financial  loss  to  the  government.   For  example,  SBA  has  decreased 
the  period  of  time  between  examinations  (from  22  to  14  months  on 
average),  expanded  the  comprehensiveness  of  the  examinations,  and 
required  site  visits  of  portfolio  investments  and  assessments  of 
small  businesses'  eligibility  requirements.   However,  SBA  does  not 
ensure  that  licensees  take  effective  and  timely  actions  to  correct 
examination  findings  related  to  improper  management  practices. 

According  to  the  Director  of  the  Office  of  Liquidation,  SBA's 
failure  to  identify  and  correct  examination  findings  precludes  it 
from  helping  companies  to  avoid  serious  capital  impairment  and 
financial  loss  to  the  government.   The  Director  said  that  almost 
every  company  that  had  gone  into  liquidation  had  also  gone  into 
receivership. 

CONCLUSION 

Although  SBA  identified  numerous  regulatory  violations  for  the 
12  SBICs  and  SSBICs  we  examined,  the  agency  has  not  acted 
decisively  to  ensure  that  the  companies  take  the  required 
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corrective  actions.   Without  effective  corrective  actions  on 
regulatory  violations  by  the  companies  and  aggressive  oversight  by 
SBA,  improper  management  practices  will  continue  and  significant 
government  investment  will  be  at  risk.   Most  of  the  companies  that 
enter  liguidation  subsequently  move  to  receivership,  at  which  point 
the  government  is  likely  to  incur  a  loss.   Furthermore,  if  history 
repeats  itself,  a  significant  number  of  currently  active  SBICs  and 
SSBICs  could  enter  liquidation  and  receivership.   Only  with  timely 
and  effective  follow  up  on  findings  of  serious  regulatory 
violations  can  SBA  ensure  accountability  of  troubled  companies  and 
prevent  further  financial  losses  to  the  program. 


This  concludes  my  prepared  remarks.   We  will  be  pleased  to 
answer  any  question  that  you  or  other  members  of  the  Committee  may 
have  at  this  time. 
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N  A  S  B  I  C 

NATIONAL  ASSOCIATION  OF  SMALL  BUSINESS  INVESTMENT  COMPANIES 

1 199  N.  Fairfax  Street  •  Suite  200  •  Alexandria,  VA  22.114  .Tel:  (701)  68.1-1601  •  FAX:  (703)  6«.1-I6(l.'i 


September  29, 1995 


The  Honorable  Jan  Meyers 

Chairwoman 

Committee  on  Small  Business 

U.S.  House  of  Representatives 

2361  Raybum  House  Office  Building 

Washington,  DC  20515-6315 


Dear  Chairwoman  Meyers: 


We  appreciate  your  initiative  in  calling  yesterday's  hearing  to  review  the  current  status  of  SBA's  oversight 
and  management  of  the  SBIC  and  SSBIC  programs  and  the  GAO's  investigative  findings.  We  are  in  full 
concurrence  with  you  that  the  American  taxpayer  should  not  be  "left  holding  the  bag"  due  to  fraudulent 
activities  by  SBIC  and  SSBIC  executives  or  negligent  oversight  by  the  managing  agency. 

We  are  concerned,  however,  that  some  of  the  information  presented  at  the  hearing  could  be  misunderstood 
by  some.  We'd  like  to  offer  some  clarifying  points. 

Our  first  concern  was  the  misleading  statement  that  "over  40%  of  all  SBICs  are  in  trouble."  There  was  no 
differentiation  at  the  hearing  between  SBICs  and  SSBlCs,  and  between  active  SBICs  and  SBICs  in 
liquidation.  First  of  all,  the  fact  that  a  large  number  of  SBICs  are  in  liquidation  does  not  by  itself  mean 
that  any  of  today's  acuve  SBICs  are  in  trouble,  and  secondly,  it  is  important  to  review  the  many  possible 
reasons  an  SBIC  might  be  "in  Uquidation."  GAO  or  SBA  did  not  clmfy  that  many  SBICs  entering  the 
liquidation  process  are  in  no  way  in  regulatory  violation  or  capitally  impaired.  The  Ufe  of  any  investment 
fiind  reaches  a  natural  wind-down  phase.  Once  the  fund  reaches  this  phase,  the  SBIC,  like  any  investment 
partnership,  ceases  all  investment  activities  and  enters  "liquidation."   'To  get  a  better  picmre  of  the  truly 
troubled  SBICs,  the  GAO  report  should  have  focused  on  SBICs  which  pose  potential  losses  to  the 
government. 

We  recognize  that  diere  is  a  troubling  aspea  to  the  potential  losses  from  the  program  to  the  American 
taxpayer.  We  are  concerned,  however,  that  the  potential  for  loss  to  the  government  was  not  explained  in 
clear,  succinct  terms.  We  hope  that  members  of  the  committee  understand  that  of  the  $501  million  in 
outstanding  leverage  of  SBIC  and  SSBIC  licensees  in  liquidation,  the  actual  loss  to  the  government  will  be 
substantially  lower.  SBA's  testimony  read,  "While  this  is  the  maximum  possible  loss,  it  is  expected  that 
approximately  half  of  it  will  be  recovered  resulting  in  a  final  loss  of  about  $250  million."  Of  this  amount 
approximately  one  third  is  attributable  to  SSBlCs.  Going  forward,  any  risk  of  loss  to  taxpayers  is  tied  to 
currently  active  SBICs.  Of  the  187  active  SBICs,  9  with  $35.7  million  of  leverage  cuirenUy  are  on  the 
watch  list.  This  represents  under  5%  of  the  active  SBIC  licensees  and  under  5%  of  their  outstanding 
leverage.  This  is  far  less  than  die  amount  appropriated  each  year  via  the  subsidy  rate.  Through  proper 
management  of  die  current  program,  the  losses  should  be  far  less.  During  1995  only  4  SBICs  with  a  total 
of  $8.5  million  of  leverage  entered  "liquidation."  Using  historical  recovery  rates,  a  total  loss  of  less  than 
$5  million  is  anticipated,  a  level  far  lower  than  the  current  appropriation,  an  indication  that  the  major 
regulatory  changes  of  1992  have  had  the  expected  favorable  impact 

As  you  stated  during  the  hearing,  most  or  all  of  the  problems  oudined  in  the  GAO  report  occurred  before 
the  1992  legislation  which  served  to  dramatically  overhaul  the  SBIC  program.  These  very  problems, 
which  have  been  well  known  for  many  years,  are  what  led  largely  to  the  1992  overhaul.  The  problems 
that  sent  many  SBICs  into  the  liquidation  process  have  been  corrected.  We  also  vehemently  disagree  widi 
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Ms.  England- Joseph's  observation  that  better  capitalized  SBICs  will  lead  to  larger  losses  for  the 
government.  Indeed,  it  is  the  opposite  which  is  true.  The  minimum  capital  requirements  were  raised,  in 
conjunction  with  improved  licensing  standards,  to  provide  SBICs  sufficient  operating  resources  while  they 
nurture  and  grow  their  investments.  Increased  private  capital  requirements  and  consequently  better  SBIC 
managers  make  it  less  likely  that  SBICs  will  put  the  government  at  risk. 

Other  features  of  the  legislation,  and  adopted  SBA  policies,  which  now  provide  a  more  sound  program 
include: 

1 .  More  frequent  examinations  of  SBICs  to  protect  both  the  government's  interests 
and  the  SBICs. 

2.  New  management  suitability  criteria  in  an  effort  to  bring  only  experienced  venture 
professionals  into  the  program. 

3.  New  valuation  guidelines  that  will  provide  a  consistent  standard  in  which  to 
monitor  ;ui  SBICs  portfolio  company  valuations. 

4.  New  cost  of  money  calculations  that  allow  an  SBIC  to  apply  its  own  average  cost 
of  capital  calculations  to  set  a  base  for  their  interest  rate  ceiling.  This  feature  allows 
an  SBIC  to  structure  its  investments  based  on  its  actual  cost  of  funds. 

5.  Changing  SBA's  subordination  position.  SBA  is  no  longer  subordinated  to  third 
party  lenders. 

6.  New  credit-worthiness  evaluations  that  are  performed  at  the  time  of  licensing  and 
before  each  SBIC  draws  down  leverage. 

7 .  Preclusion  of  an  SBICs  access  to  bankruptcy  protection. 

8 .  New  criteria  for  ownership  and  management  diversity. 

We  are  in  complete  agreement  with  you,  the  GAO,  and  even  some  executives  at  SBA,  that  the  management 
and  oversight  of  the  SBIC  program  in  the  past  have  been  inadequate  at  times.  We  believe  that  now  is  the 
time  for  the  SBIC  program  to  continue  its  evolution  towards  becoming  a  private  program.  Many  functions 
now  performed  by  SBA  could  more  effectively  be  contracted  out  to  the  private  sector.  Possible  areas  for 
privatization  include  the  liquidation  of  defaulted  SBIC  assets,  licensing,  due  diligence,  examinations  and 
other  administrative  duties. 

As  you  well  know,  another  critical  weakness  in  the  program  is  the  instability  and  unpredictability  of 
funding.  The  1992  legislation  was  a  remarkable  first  step  towards  correcting  the  fundamental  flaws  of  the 
program  and  setting  the  SBIC  program  along  the  logical  path  to  full  privatization.  Investing  in  small 
growing  businesses  is  a  multi-year  process  and  requires  consistent  predictable  funding.  Privatization  of 
the  funding  process,  removing  it  from  the  federal  budgeting  and  appropriations  process,  is  essential  to 
successful  long-term  investing.  We  believe  privatization  will  lead  to  more  consistent  predictable  funding 
which  is  critical  to  long-term  patient  investments  in  America's  small  businesses. 

We  would  appreciate  the  opportunity  to  meet  with  you  and  members  of  your  staff  to  further  discuss  the 
current  status  of  the  SBIC  program. 


miam  F.  Dunbar 
Chairman 

cc:        All  Members  of  the  House  Committee  on  Small  Business 
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Invcstnienl  Partners  V,  I. .P. 


September  27, 1995 


The  Honorable  Jan  Meyers 

United  States  House  of  Representatives 

Washington.  D.C.    20515 

Dear  Congresswoman  Meyers: 

I  appreciate  your  invitation  to  participate  in  the  upcoming  hearing  on  the  Small  Business 
Investment  Company  (SBIC)  Program  to  be  held  tomorrow  by  your  House  Small  Business 
Committee.  I  understand  that  the  purpose  of  this  hearing  is  to  examine  both  the  current 
condition  of  outstanding  SBIC  debenture  leverage  held  by  the  Small  Business 
Administration  (SBA)  and  SBA's  management  of  this  portfolio.  Unfortunately,  I  am 
unable  to  provide  your  committee  any  meaningful  input  on  this  subject  since  I  do  not  have 
substantive  knowledge  about  the  current  condition  of  outstanding  SBIC  debenture  leverage 
or  precisely  how  SBA  is  handling  this  portfolio. 

Although  I  am  a  member  of  the  SBIC  Reinvention  Council  that  recendy  completed  a  review 
of  the  SBIC  Program,  the  Council  did  not  examine  the  current  condition  of  the  outstanding 
portfolio  of  SBIC  debenture  leverage  or  SBA's  current  management  of  this  ponfoho 
specifically.  The  Council  did  review  the  overall  administrauon  of  the  SBIC  Program.  The 
Council's  recommendations  related  to  improving  the  administration  of  the  SBIC  program 
can  be  found  in  our  report  dated  June  23,  1995.  I  have  attached  to  this  letter  a  summary  of 
the  Council's  conclusions  and  recoinmendations. 

Although  I  am  unable  to  offer  substantive  testimony  on  the  current  condition  of  outstanding 
SBIC  leverage  or  SBA's  specific  management  of  this  portfolio,  I  would  be  pleased  to  offer 
my  participation  in  any  future  hearings  in  your  Committee  on  the  recommendations  of  the 
SBIC  Reinvention  Council.  I  would  also  be  pleased  to  meet  with  you  informally  in 
Washington  to  discuss  the  SBIC  Program. 


Sincerely, 


James  A.  Parsons 
General  Panner 


JAP:mk 
Attachment 
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SBIC  REINVENTION  COUNCIL 

Conclusions  and  Recommendations 

June  23,  1995 

The  SBIC  Reinvention  Council  is  pleased  to  present  the  attached  repon  on  the  SBIC 
program,  in  response  to  the  charge  outlined  in  SBA's  memorandum  "Reinventing  SBA:  Stretciung 
Taxpayer  Dollars ",  dated  March  27,  1995.  The  goal  of  the  Council  was  to  examine  the  SBIC 
program  and  to  make  recommendations  to  reduce  its  cost  to  the  Federal  government,  make  more 
capital  available  to  more  small  businesses,  and  streamline  the  administration  and  regulation  of  the 
program 

The  Council  has  met  as  a  body  in  three  extended  sessions,  with  individual  members  consulting 
with  one  another  more  frequently,  and  with  members  of  a  Working  Study  Group,  which  made  a 
detailed  review  of  the  program  and  alternatives  for  restruauring  This  Working  Study  Group, 
headed  by  Saunders  Miller  of  the  SBA  Investment  Division,  included  representatives  from  SBA's 
Office  of  the  Chief  Financial  Officer  and  the  Congressional  Budget  0£5ce,  as  well  as  outside 
consultants  with  extensive  backgrounds  in  the  industry. 

We  arc  pleased  to  report  that  the  Council  is  in  consensus  on  major  conclusions  and 
recommendations  for  the  SBIC  program,  which  follow  from  the  enclosed  repon  "An  Examination 
of  Issues  and  Altemauves  Regarding  a  Restructuring  of  the  SBIC  Program",  which  was  prepared  by 
the  Working  Study  Group     Where  individual  Council  members  have  reservations  or  observations 

on  individual  recommendations,  these  are  presented  in  the  supplementary  comments  immediately 
following  these  Conclusions  and  Recommendations 

Conclusions 

The  SBIC  program  is  a  credit  insurance  activity,  in  which  SBA  guarantees  the  obligations  of 
licensed  venture  capital  companies,  making  it  possible  for  them  to  raise  debt  or  equity  capital  through 
open-market  financings.  The  Council  concludes  the  Program  should  be  continued  and  expanded. 
Its  cost,  however,  should  be  borne  by  the  SBICs  rather  than  the  Federal  government: 

1 .  An  important  public  purpose  is  served  by  SBICs.  While  there  is  a  substantial  private 
venture  capital  industry,  SBICs  make  capital  available  to  segments  not  well  servsd  by  purely  private 
finns: 
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Private  venture  capital  funds,  which  -are  primarily  financed  by  pension  funds,  have 
consolidated  in  recent  years  into  very  large  units.  Pension  funds  arc  driven  by  a  need  to  make 
major  investments  which  are  able  to  produce  returns  large  enough  to  be  significant  as  part 
of  a  huge  investment  ponfolio. 

These  large  private  venture  funds,  which  usually  have  over  $100  inillion  of  capital  to  invest, 
concentrate  on  larger  investments,  typically  averaging  several  million  dollars  each. 

•  SBICs,  on  the  other  hand,  typically  have  $10  to  $20  million  of  private  capital,  which, 
together  with  SB  A  insured  credit,  creates  an  investment  pool  of  $30  million  to  $50  million. 
This  is  large  enough  to  suppon  strong  management  and  investment  diversity,  while  small 
enough  to  warrant  investments  in  smaller  companies,  as  required  by  SBA  regulations. 

SBICs  provide  a  vehicle  for  the  formation  of  smaller  venture  capital  funds  by  experienced 
venture  investors  who  want  to  invest  in  smaller  increments,  or  who  do  not  belong  to  a  team 
thai  has  been  investing  together  for  an  extended  period.  Thus  the  SBIC  program  encourages 
the  development  of  new  fiinds. 

•  SBICs  provide  opportunities  for  experienced  professionals  who  arc  first-time  fund  managen, 
thereby  maintaining  a  flow  of  seasoned  venture  managers  unique  to  the  United  States. 

•  SBICs  arc  more  likely  to  provide  capital  to  underserved  markets,  either  in  geographic  areas 
with  little  venture  capital  or  in  businesses  owned  by  persons  who  do  not  have  competitive 
access  to  capital  or  in  companies  at  an  early  stage  in  their  development 

•  Those  SBICs  using  debenture  financing  often  make  loans  to  companies  that  are  solid 
businesses,  but  do  not  offer  the  "home  run"  equity  potential  sought  by  private  venture  capital 
fiinds. 

2.  Given  the  size  of  the  SBIC  program  and  the  lack  of  historic  data  on  performance  of  new 
licensees,  it  is  not  realistic  to  expect  that  credit  insurance  would  be  offered  by  pnvate  insurers  to 
SBICs  at  this  time,  although  this  is  the  ultimate  objective  of  privatizing  the  program.  At  present,  the 
U.S.  government  is  the  only  available  insurer. 

3.  Historically,  this  credit  insurance  has  been  offered  by  SBA  at  little  or  no  cost  to  the 
licensed  SBICs.  The  credit  insurance  premium  has  been  paid  by  the  taxpayers,  in  the  form  of 
appropriations,  which  have  been  adequate  to  provide  for  all  losses  realized  aitd  anticipated  for  the 
program. 

4.  While  there  is  a  strong  public  policy  served  by  SBIC  credit  insurance,  it  does  not  follow 
that  its  cost  should  pemunentiy  be  borne  by  the  taxpayers. 
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Objecnve 

The  objective  of  the  Council  has  been  to  make  reconunendations  for  changes  to  the  SBIC 
program  which  would  accomplish  three  goals: 

1.  Eliminate  the  need  for  appropnations  by  making  the  program  self-funding. 

2.  Provide  for  stable,  predictable  funding  able  to  grow  to  meet  the  needs  of  small  businesses 
for  equity  and  long  term  debt. 

3.  Improve  adntinistration  of  the  program  to  reduce  its  risk  and  enhance  service. 

Recommendations 

The  Council  believes  that  the  Federal  cost  of  the  SBIC  program  can  be  eliminated  altogether, 
and  hs  operations  improved  significanilv,  through  implementation  of  the  six  recommendations  listed 
below  Ideally,  these  would  all  be  implemented  immediately,  lo  be  effective  in  Fiscal  1996 
Recognizing  that  some  or  all  might  be  deferred  until  later  in  Fiscal  1996  or  Fiscal  1997,  the  impaa 
of  each  is  noted  separately. 

l^Incrcasc  user  fees. 

broncdiatcly  seek  Congressional  approval  of  statutory  changes,  as  necessary,  to  increase  credit 
user  {ees  for  SBIC  securities,  and  to  apply  the  proceeds  of  these  fees  to  reduce  the  Federal  cost  of 
the  SBIC  program  fie.,  the  subsidy  rates  for  these  securities): 

a.  SBIC  Debentures: 

(1)  Increase  the  initial  fee  for  additional  leverage  by  1%.  bringing  it  to  a  total 
of  3%,  payable  when  msured  credit  is  made  available  to  a  licensee. 

(2)  Increase  the  interest  rate  charged  to  licensees  by  up  to  200  basis  points 
over  the  public  fiinding  cost  (eg  if  the  public  financing  was  at  7  2%,  the  licensee  would  pay  9.2%), 
with  the  additional  proceeds  being  passed  through  to  the  Federal  government. 

b.  Participating  Securities: 

(1)  Increase  the  initial  fee  for  insured  credit  by  i%,  bringing  it  to  a  total  of 
3%,  payable  when  credit  is  made  available  to  a  licensee. 

(2)  Inaease  the  pnohtized  payment  rate  charged  to  licensees  by  up  to  200 
basis  points  over  the  public  iundijig  cost  (e.g.  if  public  binding  were  at  7.2V«,  the  prioritized  payments 
would  be  9.2%)  with  the  additional  proceeds  passed  through  to  the  Federal  government. 
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(3)  Increase  SB  A  profit  partiapation  from  the  current  rate  of  9%  at  one  "tta" 
of  insured  credit  to  1 1%,  and  from  12%  at  two  "tiers"  of  insured  credit  to  14%. 

Based  on  discussions  of  Investment  Division  persoimel  with  a  representative  group  of  licensees  at 
three  separate  regionai  SBIC  meetings  in  recent  weeks,  the  Council  believes  that  licensees  would  be 
willing  to  pay  the  higher  fees  if  they  could  have  greater  assurance  of  consistent  and  adequate  funding. 

Assuming  an  annual  program  level  of  S400  million  for  participating  securities  and  S200 
million  for  SBIC  debentures,  the  Coundl's  Working  Group  calculates  that  (subjea  to  0MB 
concurrence)  these  changes  would  reduce  the  subsidy  rate  on  participating  securities  to  minus  1 .9%, 
(i.e.  a  net  income)  and  on  debentiffes  to  2.5%.  Congressional  authorization  should  be  sought  for 
cross-subsidization  of  the  SBIC  dAentures  and  participating  securities  (i.e.  ofl&etting  the  cost  of  the 
debentures  with  the  net  income  of  the  panicipaiing  securities).  Subject  to  0MB  concurrence,  the 
Council's  Working  Group  calculates  that  if  these  were  cross-subsidized,  no  budget  authority  would 
be  required  for  program  expenses  for  the  regular  SBIC  program,  although  the  cost  of  administration 
of  the  program  would  still  be  fonded  with  appropriations 

2,  SfiBIC  Pmgram 

The  SSBIC  Advisory  Council  is  preparing  recommendations  for  changes  to  that  part  of  the 
SBIC  program.  The  Reinvention  Counai  is  hopeful  that  these  will  be  available  in  tmie  to  be 
considered  as  pan  of  an  overall  restructuring  of  the  SBIC  program.  The  recommendations  set  forth 
in  tius  memorandum  do  not  deal  with  the  subsidized  securities  offered  by  SB  A  to  SSBIC  licensees, 
namely  4%  preferred  stock  and  rate-subsidized  SSBIC  debentures. 

(Note:  Please  see  attached  supplementary  comments  regarding  this  point) 

3    Increase  fees  charged  for  SBA  examinations 

Immediately  seek  legislation,  as  required,  to  increase  exammation  fees  charged  to  licensees 
from  the  current  schedule  to  a  new  schedule  that  would  cover  their  cost  to  SBA  This  would  increase 
exammation  fee  income  from  approximately  $700,000  in  Fiscal  1995  to  approximately  $2  million  per 
year  thereafter.  SBA  should  also  seek  legislation  to  authorize  retention  of  these  fees  to  fiind 
continuing  administrative  costs  (fees  are  currently  paid  direct  to  the  Treasury,  with  no  credit  to  SBA). 


4    Change  from  guaranteed  tn  direct  fijnding 

Under  the  Federal  Credit  Reform  Act,  direct  loan  and  loan  guaranty  programs  are  scored  the 
same,  since  the  risk  of  loss  to  the  Government  is  the  same.  Therefore,  SBA  should  seek 
Congressional  authorization  to  change  the  flmding  source  for  the  program  to  direa  fijnding  rather 
than  using  SBA's  guarantee  of  securities  sold  in  the  public  market  This  change  would  allow  the 
Government  to  acquire,  at  no  cost  to  the  SBICs,  the  current  62  basis  points  of  underwriting  fees  and 
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expenses,  and  the  65  to  75  basis  point  spread  over  Treasury  rate  which  is  offered  to  the  purchasers 


Subjea  to  0MB  concurrence,  the  Council's  Working  Group  believes  these  savings,  in  addition 
to  the  fees  set  forth  above,  would  reduce  the  subsidy  rates  for  paracipaiing  secunties  and  debentures 
to  minus  5.8%  and  minus  1.9%,  respectively,  with  net  income  from  the  program  of  S27  million  (see 
Exhibit  1).  Since  this  amount  exceeds  the  program's  administrative  cost,  the  proposed  fees  for 
participating  securities  could  be  lowered,  while  still  requiring  no  appropriation  for  program  cost  or 
administration.  This  could  be  fadhtated  through  the  establishment  of  a  permanent,  indefinite 
appropriation  through  a  revolving  fund  financed  through  negative  subsidies. 

5    Reduce  loss  rate  a';<^mption!;  used  in  computing  subsidy  rates. 

Review  loss  rate  assumptions  with  0MB  to  determine  realistic  levels  to  be  used  in  computing 
subsidy  rates.  Current  assumptions  are  based  on  historic  experience  with  much  weaker  and  smaller 
SBICs  than  those  licensed  under  the  stringent  criteria  applied  during  the  past  year.  A  total  of  15 
major  improvements  have  been  made  to  the  program,  which  should  materially  reduce  future  losses. 

With  a  fiuther  reduction  in  subsidy  rates  justified  by  evaluation  of  realistic  loss  assumptions, 
SB  A  should  be  able  to  reduce  some  of  the  proposed  user  fees,  wiule  continuing  to  operate  with  no 
aimual  appropriation,  at  a  net  income. 

6- -Improve  Administration  of  the  Program. 

Secure  Congressional  approval  for  more  flexible  personnel  arrangements  for  the 
administration  of  the  program.  The  Council  strongly  believes  that  a  critical  element  in  controlling  risk 
and  assuring  that  public  policy  purposes  are  realized  is  to  ensure  provision  of  adequate  SBIC 
resources,  in  number  and  sKills  of  personnel,  and  organizational  structure  Under  the  currem 
structure  of  admmisiraiion  (direaiy  by  SEA),  staffing  is  limited  by  the  Federal  personnel  system,  and 
agency  limitations  on  personnel 

Management  and  oversight  of  complex  financtal  private  sector  risk  is  not  the  usual  purpose 
or  strength  of  a  federal  civil  service.  The  Council  believes  that  oversight  of  the  SBIC  program  is 
much  better  performed  by  private  seaor  personnel,  supervised  by  SB  A,  and  independent  of  the  SBIC 
industry  Most  likely,  this  can  best  be  accomplished  by  contracung  out  part  or  all  of  the 
administration  of  the  program,  under  SBA  supervision,  and  SBA  should  seek  Congressioiud 
authorization  as  needed  to  accomplish  this,  including  the  right  to  use  funds  derived  from  negative 
subsidy  rates  to  cover  the  cost  of  such  contracts. 

To  be  certain  that  all  reasonable  alternatives  for  administration  have  been  considered  prior  to 
entering  into  comracts,  the  Council  will  appoint  a  second  Working  Group  to  study  and  tnakc 
recommendations.  This  group  will  be  made  up  of  persons  experienced  in  personnel  and  management. 
Possibilities  to  be  considered  will  include: 
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a.  Continued  direct  oversight  by~SB  A,  with  relaxation  of  limits  on  the  number  of 
personnel  involved,  so  long  as  salary  and  expense  costs  are  covered  by  net  income  from  the  program. 

b.  A  flexible  structure  similar  to  that  in  effect  at  the  Comptroller  of  the  Currency, 
which  allows  for  hiring  specialized  talent  at  premium  compensation.  This,  however,  is  still  subject 
to  overall  agency  limitations  on  the  number  of  full  time  equivaiciu  employees  (FTEs) 

c.  Comraa  management  for  part  or  all  of  the  administration,  under  SBA  supervision, 
d.  Operation  by  a  Federally  chartered  Government- Sponsored  Enterprise  (GSE). 

(Note:  Please  see  attached  supplementary  comments  regarding  this  point) 

Summary 

The  SBIC  Reinvention  Council  believes  these  changes  will  lead  to  a  much  stronger  SBIC 
program,  while  eliminating  the  need  for  future  appropnations.  The  SBICs  will  be  willing  to  pay  for 
credit  insurance  in  return  for  a  greater  assurance  it  will  be  available  as  required  by  their  investment 
programs. 

The  program  could  be  continued  as  a  Government  effort,  if  desired.  Alternatively,  the 
Council  is  optimistic  that  future  performance  will  establish  a  record  of  performance  by  the  SBICs 
which  will  allow  partial  or  complete  transfer  of  the  credit  insurance  function  to  private  insurers,  such 
as  those  who  currently  insure  municipal  bonds.  This  would  be  true  privatization 
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U.S.  Small  business  Administration 

Washington,  D.C.    20416 


'■V/iT*'' 


SBIC —  SUMMARY  SHEET 

THE  SMALL  BUSINESS  ADMINISTRATION  IS  CONCERNED  WHEN  ANY 
COMPANY  AFFILIATED  WITH  THE  AGENCY  IS  NOT  PERFORMING 
SATISFACTORILY. 

ALTHOUGH  THE  SEA  WILL  FOLLOW  UP  ON  ANY  CONCERNS  RAISED 
TODAY,  AGENCY  OFFICIALS  CANNOT  COMMENT  ON  THE  FINANCIAL 
ACTIVITIES  OF  ANY  PROGRAM  PARTICIPANT  BEFORE  COMPLETING  A 
THOROUGH  REVIEW. 


Background: 

The  SBA's  Small  Business  Investment  Company  program  is  the 
vehicle  through  which  the  federal  government  works  with  private 
venture  capital  companies  to  provide  debt  and  equity  investments 
in  small  businesses. 

Although  SBICs  are  private  investment  companies  managed  by 
experienced  investors,  they  are  licensed  and  regulated  by  the 
SBA.   The  companies  represent  significant  amounts  of  private 
capital,  but  generally  they  make  smaller  investments  than  venture 
capital  firms  which   aren't  part  of  the  program.   The  role  of  the 
SBA  in  the  program  is  to  determine  which  SBICs  to  license,  to 
oversee  and  regulate  those  licensees,  and  to  arrange  for 
government-guaranteed  financing  from  private  sources  to  add  to 
their  capital. 

A  number  of  major  U.S.  Companies  trace  their  early  financing 
to  SBICs,  including  Apple  Computer,  Federal  Express,  and  Intel 
Corporation,  and  more  recently,  America  On-Line,  Sun 
Microsystems,  Sybase,  Inc.,  Callaway  Golf  and  Outback  Steak 
House. 

In  1992,  Congress  passed  legislation  to  make  the  SBIC 
program  better  suited  to  long-term,  equity  investing.   Until  that 
time,  SBICs  had  to  use  short-term  borrowed  funds  as  a  source  of 
investment  capital,  even  though  the  companies  they  financed  were 
unlikely  to  show  a  profit  for  several  years. 

As  a  result,  the  Agency  adopted  a  new  debt  instrument,  the 
participating  security,  designed  specifically  for  equity 
investors.   The  actual  funds  used  for  the  purchase  of 
participating  securities  are  borrowed  from  private  investors  in 
periodic  offerings  in  which  principal  and  interest  are  guaranteed 
by  the  SBA. 

Another  part  of  the  reforms  adopted  for  the  SBIC  program 
make  licensees  meet  tough  requirements.   Regulations  for  the 
reformed  SBIC  program  were  implemented  last  year.   As  a  result, 
55  new  SBICs  have  been  licensed  in  FY  1994  and  FY  1995. 
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RESPONSE  OF 

PATRICIA  R.  FORBES 

ACTING  ASSOCIATE  DEPUTY  ADMINISTRATOR  FOR  ECONOMIC  DEVELOPMENT 

TO  THE  TESTIMONY  OF 

JUDY  A.  ENGLAND-JOSEPH 

BEFORE  THE  HOUSE  SMALL  BUSINESS  COMMITTEE 

SEPTEMBER  28,  1995 

Madam  Chairman  and  Members  of  the  Committee,  I  want  to  thank  you  for 
affording  me  the  opportunity  to  respond  to  Ms.  England-Joseph's  testimony  today. 

Ms.  England-Joseph's  testimony  and  the  General  Accounting  Office  study  upon 
which  it  is  based  describe  a  number  of  problems  with  the  Agency's  oversight  of  the 
Small  Business  Investment  Company  program;  however,  I  must  point  out  that  these 
are  problems  arising  from  previous  management  practices  which  I  believe  we  have  in 
large  part  already  corrected.  As  I  testified  earlier,  a  complete  overhaul  and 
rejuvenation  of  the  SBIC  program  occurred  with  the  passage  of  the  Small  Business 
Equity  Enhancement  Act  of  1992  and  the  promulgation  of  regulations  implementing 
the  Act's  provisions.  The  result  has  been  an  enormous  strengthening  of  the  program 
and  a  correction  of  the  weaknesses  that  had  originally  led  to  the  problems  itemized 
by  Ms.  England-Joseph. 

The  principal  conclusions  of  the  GAO  study  are  that  the  Agency  has  not  acted 
swiftly  enough  in  responding  to  regulatory  violations  by  licensees  and  in  transferring 
troubled  licensees  to  liquidation.  These  conclusions  are  judgments,  rather  than  factual 
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statements,  and  the  Agency  recognizes  that  honest  differences  of  opinion  may  exist. 
In  addition,  the  G  AO  viewpoint  appears  to  be  strictly  that  of  the  Agency  as  a  creditor; 
it  seems  to  ignore  the  Agency's  equally  important  obligation  to  implement  the  public 
policy  purposes  of  the  SBIC  program,  i.e.,  to  ensure  a  source  of  long-term  debt  and 
equity  capita!  for  America's  small  business. 

OVERSIGHT  OF  REGULATORY  VIOLATIONS 

Ms.  England-Joseph's  testimony  makes  no  distinction  between  serious 
regulatory  violations  and  those  which  are  minor,  between  violations  which  potentially 
impact  a  licensee's  financial  condition  and  those  which  involve  public  policy  issues, 
or  between  those  which  are  essentially  fraudulent  self-dealings  and  those  which 
represent  an  honest  difference  in  interpretation  of  undeniably  complex  regulations.  All 
of  these  categories  exist,  and  the  Agency  must  deal  with  each  of  them.  The  following 
example  illustrates  some  of  the  considerations  that  must  be  addressed. 

SBA  regulations  limit  the  maximum  amount  that  a  licensee  may  invest  in  a 
single  enterprise  to  a  percentage  of  the  licensee's  private  capital  so  that  if  a  loss 
results,  it  should  not  be  so  large  as  to  jeopardize  the  licensee's  financial  condition  and 
SBA's  creditor  position.  An  amount  in  excess  of  that  percentage  is  termed  an 
"overline"  investment  and  represents  a  violation  of  the  regulations  irrespective  of  how 
large  or  small  it  is.  What  should  SBA  do,  therefore,  when  its  examiner  finds  that  such 
an  overline  investment  exists?  Should  the  Agency  demand  the  immediate  disposition 
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of  the  investment?  That  would  probably  necessitate  a  distress  sale  at  a  bargain  price, 
resulting  in  a  significant  financial  loss  to  the  licensee  and  potentially  jeopardizing 
SBA's  creditor  position.  Such  a  disposition  could  also  result  in  serious  harm  to  the 
financed  small  business  as  well  if,  for  example,  the  purchaser  of  the  overline 
investment  seeks  only  to  profit  on  his  bargain  purchase  without  regard  to  the  small 
business'  long-term  health. 

In  practice,  in  a  case  such  as  this,  Agency  personnel  would  usually  try  to  work 
with  the  licensee  to  resolve  the  violation  by  an  "orderly"  disposition  of  the  overline 
portion  through  either  repurchase  by  the  small  business  concern  or  a  negotiated  sale 
to  an  acceptable  third  party  purchaser  at  a  reasonable  price.  Given  that  both 
alternatives  would  probably  require  a  new  investor  and  a  new  financing  transaction, 
such  a  resolution  could  easily  take  months  to  complete.  This  could  give  the 
appearance  that  the  Agency  is  not  moving  quickly  enough.  Moreover,  as  we  increase 
the  frequency  of  our  examinations,  the  violation  may  well  still  be  outstanding  at  the 
time  of  the  next  examination  despite  the  Agency's  prudent  actions  to  correct  the 
situation. 

It  is  also  worth  noting  that  essentially  the  only  "reasonable"  pressure  the 
Agency  can  bring  to  bear  in  forcing  a  licensee  to  remedy  a  violation  is  to  withhold 
approval  of  the  licensee's  next  request  for  funding.  Other  than  this  action,  the 
recourse  would  be  the  extreme  action  of  transferring  the  licensee  to  liquidation  which, 
in  the  example  cited,  would  hardly  seem  justified. 

Over  the  past  eighteen  months,  the  Agency  has  vastly  improved  its  procedures 
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for  identifying  and  addressing  licensee  regulatory  problenns.  Currently: 

A.  On  the  average  of  once  every  fourteen  months,  an  examiner  from  the  Office 
of  SBIC  Examinations  visits  a  licensee  and  performs  an  on-site  examination 
utilizing  the  Office's  Examination  Guide  and  following  Standard  Operating 
Procedures  as  described  in  my  earlier  testimony.  The  examination  is  concluded 
with  the  issuance  of  an  Examination  Report  which  lists  the  "findings"  as  to 
possible  regulatory  violations.  Copies  of  the  report  go  to  the  licensee's 
assigned  financial  analyst  in  the  Office  of  SBIC  Operations  and  to  the  licensee. 
This  information  is  also  entered  into  the  Investment  Division's  database. 

B.  The  financial  analyst  reviews  the  report  to  determine  whether  the  examiner's 
findings  constitute  regulatory  violations,  often  requesting  additional  information 
or  explanations  from  the  licensee's  management.  (Note  that  the  examiner  is  not 
charged  with  this  responsibility;  the  examiner  simply  reports  those  facts  which 
might  constitute  such  violations.  However,  as  noted  later  the  examiner  is  able 
to  track  which  findings  are  actually  deemed  regulatory  violations,  how  the 
analyst  proposes  to  resolve  them  and,  when  he  or  she  conducts  the  next 
examination,  what  actually  resulted.  If  the  examiner  questions  any  of  this  he 
or  she  can  easily  discuss  the  concerns  with  the  analyst  and,  if  necessary,  the 
matter  can  be  referred  to  the  Associate  Administrator  for  Investment  for 
ultimate  resolution.) 

C.  The  analyst  makes  a  final  determination  of  any  violations,  establishes  the 
corrective  actions  required  (usually  in  consultation  with  the  licensee  to  establish 
feasibility  of  the  action),  and  officially  informs  the  licensee  by  letter  with  a  copy 
to  the  examiner.  This  is  entered  into  the  Investment  Division's  computer 
database. 

D.  It  is  the  responsibility  of  the  analyst  to  insure  that  the  licensee  takes  the 
required  corrective  action  promptly;  the  examiner  will  also  check  the  status  of 
such  corrective  actions  during  the  next  on-site  examination.  The  status  of 
unresolved  regulatory  violations  is  always  available  to  the  analyst's  supervisor, 
to  the  Office  of  SBIC  Examinations,  and  to  Investment  Division  management 
on  the  Division's  local  area  network. 

Although  the  Agency  continually  seeks  ways  to  improve  its  oversight  of  the 

SBIC  program,  there  appears  to  be  no  reason  to  modify  the  current  procedures  for 

identifying  and  resolving  regulatory  violations  at  this  time.  However,  a  number  of 

other   actions    are    being   taken    to    increase   the    oversight   of   this    function    by 
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management. 

In  the  future,  we  plan  to  have  examiners  categorize  their  findings  and  the 
analysts  categorize  the  violations  in  terms  of  their  severity  as  either  Category  One  or 
Category  Two.  Category  One  will  cover  the  following  nine  major  items,  the  first  seven 
of  which  are  cited  in  the  Small  Business  Investment  Act: 

1 .  Unlawful  activities  not  contemplated  by  the  Act, 

2.  Prohibited  conflicts  of  interest, 

3.  Illegal  control  of  a  small  business  concern, 

4.  Short-term  financings, 

5.  Overline  investments, 

6.  Relending,  foreign,  passive  or  other  prohibited  investments 
including  large  businesses  and  prohibited  real  estate  financings, 

7.  Excessive  cost  of  money, 

8.  Inappropriate  distributions,  including  improper  dividends  and 
excessive  expenditures,  and 

9.  Financial  impairment. 

Category  Two  will  cover  all  other  less  serious  regulatory  matters.  The  analysts  will 
report  the  timetable  for  resolution,  the  response  of  the  licensee's  management  and 
whether  the  violation  involves  a  leveraged  or  non-leveraged  SBIC  (this  is  significant 
both  as  to  the  potential  financial  impact  on  SBA's  creditor  position  as  well  as  an 
indicator  of  what  pressure  the  Agency  can  bring  to  bear  in  getting  the  licensee  to 
comply.) 

A  review  of  the  status  of  regulatory  compliance  will  be  added  to  the  agenda  for 
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the  monthly  meetings  of  the  Investment  Division  Watch  List  Committee.  In  addition, 
the  Agency's  SBIC  Licensing  and  Oversight  Committee  will  meet  quarterly  to  discuss 
compliance  reports  prepared  by  the  Investment  Division.  The  Committee  is  chaired  by 
the  Deputy  Administrator;  its  members  include  the  Counselor  to  the  Administrator,  the 
General  Counsel,  the  Deputy  General  Counsel,  the  Associate  Deputy  Administrator  for 
Economic  Development,  the  Associate  Administrator  for  Investment,  the  Director  of 
the  Office  of  SBIC  Operations,  and  the  Inspector  General  (ex  officio!.  This  ensures 
that  in  the  future  this  issue  will  receive  attention  at  the  highest  levels  of  Agency 
management. 

VALUATION  ISSUES 

One  particular  area  that  Ms.  England-Joseph's  testimony  addresses  is  the 
valuation  of  SBIC  portfolio  assets.  As  I  discussed  in  my  earlier  testimony,  accurate 
valuations  of  a  licensee's  portfolio  securities  are  critical  to  the  determination  of  capital 
impairment  and  the  initiation  of  remedial  action.  Consequently,  since  December  31, 
1994,  every  SBIC  has  been  required  either  to  adopt  the  newly-created  SBA  model  of 
valuation  procedures  or  to  submit  its  own  alternative  procedures  for  approval. 
Approximately  95%  of  the  licensees  chose  to  adopt  SBA's  version,  and  these  were 
first  utilized  in  the  financial  reports  required  to  be  submitted  by  March  31,  1995. 

While  it  is  obviously  too  soon  to  evaluate  the  overall  accuracy  of  licensee 
valuations  under  the  new  policies,  we  are  encouraged  that  the  quality  of  SBIC 
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financial  reporting  has  been  materially  improved.  We  believe  that  the  new  procedures 
will  provide  accurate  valuations  if  followed  rigorously,  and  we  intend  to  use  our 
examination  process  to  insure  that  licensees  adhere  to  them.  But  there  is  more  that 
we  can  do,  and  further  initiatives  are  underway. 

For  example,  0MB  has  recently  approved  a  revised  Agency  form  for  SBICs  to 
use  in  reporting  their  new  investments,  and  we  expect  to  require  SBICs  to  begin  filing 
it  electronically  in  1 996.  An  important  feature  of  the  new  report  is  the  inclusion  of  a 
tax  identification  number  for  each  portfolio  company  which  will  also  be  used  in  the 
SBICs  financial  reports  to  identify  the  portfolio  securities  being  valued.  This  should 
then  enable  us  to  utilize  computer  software  to  correlate  valuations  of  the  securities 
of  an  individual  issuer  over  time  and,  in  many  cases,  among  co-investors.  (This 
implements  one  of  Ms.  England-Joseph's  specific  recommendations.) 

This  is  but  one  example  of  our  efforts  to  improve  the  oversight  of  the  SBIC 
program  with  computer  technology.  Since  December  31,  1994,  we  have  required 
SBICs  to  file  their  financial  reports  in  computer  format  (by  diskette  or  modem)  so  as 
to  eliminate  the  cost  and  delay  of  our  having  to  enter  the  data  manually.  Combined 
with  the  revised  report  of  new  investments,  this  will  now  provide  us  with  a  computer 
database  of  tremendous  value  in  managing  the  program.  As  a  next  step,  we  have  just 
entered  into  a  contract  with  a  professional  consulting  firm,  funded  jointly  by  SBA's 
Investment  Division  and  Office  of  Information  Resources  Management,  to  advise  us 
on  utilizing  the  database  and  on  automating  and  refining  all  of  our  management 
processes.  We  expect  this  to  lead  to  further  significant  improvements  in   SBIC 
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oversight  and  achievement  of  the  objectives  which  both  we  and  the  GAO  seek. 
TRANSFERS  OF  LICENSEES  TO  LIQUIDATION 

We  agree  with  GAO  that  the  time  it  tool<  to  transfer  failed  licensees  to 
liquidation  in  prior  years  appears  excessive.  However,  it  is  difficult  in  hindsight  to  fully 
appreciate  all  of  the  factors  that  may  have  contributed  to  the  delay.  Further,  in  this 
instance  the  analysis  is  even  more  difficult  since  only  those  that  ultimately  failed  were 
included  in  the  sample;  the  successful  resuscitations  were  not  considered  or 
discussed.  There  are  several  cases  during  the  past  two  years  where  the  Agency's 
policy  of  giving  a  troubled  SBIC  a  reasonable  opportunity  to  correct  the  situation  on 
its  own  has  resulted  in  successfully  avoiding  liquidation  and  the  probable  loss  to  the 
Agency  that  would  result. 

Similarly,  the  sixteen  month  average  delay  in  transfer  to  liquidation  noted  by 
Ms.  England-Joseph  covers  the  period  from  January  1,  1993,  much  of  which  was 
prior  to  the  reactivation  of  the  Watch  List  Committee  and  the  establishment  of 
effective  valuation  procedures.  In  contrast,  during  fiscal  year  1995  after  the 
introduction  of  a  number  of  the  improvements  to  which  I  previously  testified,  the 
average  delay  on  transfers  to  liquidation  appears  to  have  dropped  dramatically  to 
eleven  months. 

Accurate  valuations  of  portfolio  securities  plus  an  effective  Investment  Division 
Watch  List  Committee  are  the  keys  to  ensure  prompt  transfers  of  licensees  to 
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liquidation.  As  I  testified  earlier,  we  believe  the  valuation  aspect  is  now  under  control, 
and  we  have  taken  a  nunnber  of  steps  to  improve  the  effectiveness  of  the  Comnnittee. 
The  Comnnittee  now  meets  on  a  regular  monthly  schedule;  it  has  been  given 
responsibility  for  monitoring  the  resolution  of  regulatory  violations;  it  is  adding  an  early 
warning  category  to  identify  licensees  whose  financial  trends  or  regulatory  problems 
suggest  that  they  may  be  possible  future  additions  to  the  list;  and  the  Associate 
Administrator  for  Investment  has  become  actively  involved  in  its  operation.  Ms. 
England-Joseph's  testimony  has  obviously  increased  the  Agency's  sensitivity  to  the 
issue  of  how  long  it  takes  to  transfer  a  licensee  to  liquidation,  and  in  the  future,  when 
the  Committee  attempts  to  balance  the  considerations  of  the  Agency's  creditor 
interests  with  the  broader  public  policy  interests,  it  will  keep  in  mind  the  importance 
of  acting  quickly. 

THE  SSBIC  3%  PREFERRED  STOCK  REPURCHASE  PROGRAM 

As  I  discussed  in  my  earlier  testimony,  the  3%  preferred  stock  repurchase 
program  was  established  by  the  Congress  to  provide  a  mechanism  for  strengthening 
the  SSBIC  industry.  In  our  view,  it  was  implemented  in  conformance  with  the 
statutory  guidance  and  Congressional  intent.  Since  the  full  program  began  only  in 
June,  1 994,  we  believe  it  is  too  early  to  ascertain  whether  the  program  is  meeting  its 
stated  objectives.  At  this  time,  we  intend  to  continue  to  conduct  the  program  in 
accordance  with  stated  Agency  policy  and  directives. 
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MOVING  THE  EXAMINATION  FUNCTION 

As  Ms.  England-Joseph  testified,  SBA's  Exannination  Office  was  created  in 
1 992  when  the  Congress  transferred  rtsponsibility  for  periodic  examinations  of  SBICs 
and  SSBICs  from  the  Office  of  the  inspector  General  to  SBA's  Investment  Division. 
Although  the  GAO  observes  that  this  "may  create  questions  about  independence," 
Ms.  England-Joseph  states  that  "we  found  no  indication  of  efforts  to  restrict  or 
influence  examinations." 

There  is  every  indication  that  the  Office  of  Examinations  is  currently  meeting 
its  obligations  satisfactorily  and  is  continually  increasing  the  frequency  of 
examinations  in  an  ongoing  effort  to  improve  our  oversight.  Having  the  function  within 
the  Investment  Division  facilitates  coordination  with  the  Office  of  SBIC  Operations 
which,  we  believe,  contributes  significantly  to  the  quality  of  examinations. 
Furthermore,  it  enables  the  Investment  Division  management  to  prioritize  the  Office 
of  Examinations'  efforts  to  meet  the  Ddvision's  broad  oversight  responsibilities.  Given 
these  advantages  and  the  absence  of  evidence  of  problems,  the  Agency  does  not 
recommend  changing  the  statute  to  permit  relocating  the  SBIC  examination  function. 

It  should  be  emphasized  that  all  employees  of  the  Office  of  SBIC  Examinations, 
as  well  as  all  other  Investment  Division  personnel,  are  instructed  as  to  their 
responsibility  to  report  to  the  Office  of  Inspector  General  any  instances  of 
wrongdoing,  including  any  case  wher«  the  employee  believes  that  the  conduct  of  his 
or  her  duties  is  being  improperly  influenced.  In  addition,  the  Inspector  General  has 
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informed  Agency  personnel  of  his  intention  to  conduct  an  internal  audit  of  the  SBIC 
examination  function  later  this  fiscal  year  to  ensure  that  there  is  nothing  impeding  its 
independence. 

CONCLUSION 

As  recommended  by  the  GAG  comments,  it  should  be  clear  from  the  foregoing 
testimony  that  SBA  does  indeed  have  "a  strategy  to  target  oversight  efforts"  and 
"ensure  more  accurate  valuation."  Our  oversight  strategy  operates  on  a  number  of 
different  levels,  including: 

1.  Undertaking  more  frequent,  focused  examinations  of  licensees. 

2.  Categorizing  examination  findings  and  resulting  regulatory  violations  by 
severity  and  their  financial  risk  to  the  Agency's  creditor  position. 

3.  Improving  the  accuracy  and  timeliness  of  licensee  reports  by,  among  other 
things,  requiring  use  of  SBA-approved  valuation  procedures,  incorporating 
accurate  identifications  of  portfolio  companies,  and  utilizing  computer-based 
filing  and  analysis  tools. 

4.  Employing  an  active  Watch  List  Committee  of  senior  Investment  Division 
personnel  with  a  routinely  scheduled  monthly  meeting  to  monitor  unresolved 
violations,  require  prompt  transfer  of  licensees  with  serious  violations  or 
financial  weaknesses  to  the  Watch  List,  and  oversee  the  performance  of 
licensees  on  the  Watch  List  to  insure  their  prompt  transfer  to  liquidation  when 
conditions  warrant. 

5.  Providing  visibility  on  the  status  of  regulatory  compliance  to  the  very  top 
management  of  the  Agency  through  quarterly  reports  to  the  Agency  SBIC 
Licensing  and  Oversight  Committee. 

In  addition,  it  is  our  intention  to  continue  to  refine  and  sharpen  our  oversight 

strategy  as  experience  accumulates  and  by  implementing  the  recommendations  from 
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the  consulting  contract  currently  underway.  The  result  will  more  than  meet  the 
objectives  underlying  the  GAO  oversight  recommendations  in  Ms.  England-Joseph's 
testimony.  Thank  you  for  this  opportunity  to  respond  for  the  record  to  the  GAO's 
findings  and  recommendations  as  presented  in  Ms.  England-Joseph's  September  28th 
testimony. 
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